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ABOVT THE GOUWRARNY

Flowserve Corporation [NYSE; FLS] menufactures engineered and industrial pumps,
industrial valves, control valves, nuclear valves, valve actuators and controls and precision

mechanical seals, and provides a range of related flow management services worldwide,

primarily for the process industry. Flowserve provides flow management products and

services worldwide, Approsimately one-half of the company’s 2002 sales of almost

$2.3 billion were to customers outside the United States. With approsimately 14,000

employees, operations in 56 countries and & comprehensive array of flow control solutions,

Flowserve is & leading provider of industrial flow management services.
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Flowserve Corporation Getting Ready to Go
FINANCIAL HIGHLEGHTS
December 31,

(Amounts in thousands, except ratios and per share data) 2002 @ 2001 2000 ©
RESULYS OF OPERATIONS
Sales $2,251,331 $1,917,507 $1,538,293

Flowserve Pump ® 1,204,604 1,170,226 808,571

Flow Control 726,360 451,487 440,138

Flow Solutions 350,667 328,009 327,413
Operating income, before special items @ @ 213,848 142,154 92,031

Flowserve Pump © 134,731 144,460 89,690

Flow Control © ‘ 48,421 39,243 39,736

Flow Solutions ©' 64,684 51,501 46,580
Net earnings (loss) 53,025 @ (1,497) © 13,241 ©
Average shares outstanding 52,193 39,330 37,842
Net earnings (loss) per diluted share $ 1.02 @ $ 000 § 0.35
Bookings 2,184,074 1,975,536 1,521,561
Backlog 733,662 662,803 659,250
PERFORMANCE RATIOS (asa percent of net sales)
Gross profit margin 30.5% 32.0% 33.0%
Selling, general and administrative expenses ' 21.2% 21.4% 23.4%
Operating income 8.4% 7.4% 6.0%
Net earnings 2.4% - 0.9%
FINANCIAL CONDITIOM AND RATIOS
Cash and cash equivalents $ 49,293 $ 21,533 $ 42,341
Working capital 539,022 481,368 464,035
Total asscts 2,607,665 2,051,975 2,110,143
Total debt 1,094358 1,040,745 1,129,206
Shareholders’ equity 755,690 411,019 304,911
Return on average shareholders” equity 8.5% (0.5%) 4.4%
Return on average net assets 5.7% 5.5% 3.6%
Net debt to capital ratio 58.0% 713 % 78.1%
Current ratio 2.1 2.2 2.1
Book value per share $ 13.78 $ 9.18 $ 8.14
SELECTED CASH FLOW CAPTIONS
Cash flows from operations 248,867 (47,929) 18,431
Capital expenditures 30,875 35,225 27,819

Depreciation and amortization 65,313 73,855 57,037

(a) Financial results in 2002 include the acquisition of IFC and in 2000 include the acquisitions of Invatec and IDP from the date of the
respective acquisitions.

(b) Includes intersegment sales and excludes certain minor entities.

(c) Excludes integration expenses, restructuring expenses, purchase accounting adjustments for inventory, corporate expenses, and certain
minor entities.

The following “special items” are included in the financial highlights noted:

(d) Financial results in 2002 include integration expenses of $16,179, restructuring expense of $4,347, an extraordinary item of $7,371 net
of tax, and a $5,240 purchase accounting adjustment associated with the required write-up and subsequent sale of acquired inventory,
resulting in a reduction in after tax net earnings of $24,273.

(e) Financial results in 2001 include integration expenses of $63,043, a reduction of Flowserve restructuring expense of $1,208 and an
extraordinary item of $17,851 net of tax, resulting in a reduction in after tax net earnings of $57,307.

(f) Financial results in 2000 include integration expenses of $35,211, restructuring expenses of $19,364 and an extraordinary item of
$2,067 net of tax, resulting in a reduction in after tax net earnings of $37,752.




Market conditions were tough throughout
2002, particularly in several of our major
end-user markets such as refining,
chemical processing, power generation
and general industry. Growth in other
markets - like oil and gas production and
water — was not strong enough to offset

the broader downturn.

MARKET DOWNTURR
HURT 2002 RESULTS

As a result, both sales and net income for
2002 were below our expectations. Sales for
2002 were $2.3 billion compared with
reported prior year sales of $1.9 billion. On a
pro forma basis, 2002 sales were $2.4 billion,
flat with 2001. Pro forma results are as if we
acquired Invensys plc’s flow control division
(IEC) on January 1, 2001, instead of the
actual date of May 2, 2002. Sales in 2002
were up 17 percent versus prior year reported
sales, but were down 1 percent on a pro
forma basis. Net income for 2002 increased
$54.5 million, to $53 million, from a net loss
of $1.5 million in 2001.

Although net income increased in
2002, earnings did not meet our original
expectations. The market downturn
weakened demand especially in our quick-
turnaround business.

However, last year did have its bright
spots. In the face of soft demand, we focused
our efforts on improving the variables within
our control. We strengthened our product

portfolio, streamlined our operations,

To our Shareholders and Employees:

generated considerable cash flow and
improved our financial position by paying
down debt before the scheduled due date.

A FOCUS ON VARIABLES
WE CAN CONTROL

We took significant actions in 2002 to
improve and solidify our company’s market
and financial positions. Whether the near-
term future brings renewed market growth
or a continued downturn, we are now
better prepared to deliver positive results
for our shareholders. Here are several steps
we toak to improve both our revenue and

profit potential.

o We acquired IFC and became the second
largest valve supplier in the world. The
acquisition was complementary — there was
virtually no overlap between our existing
product portfolio and the IFC portfolio. As a
result, we broadened our product offerings,
acquired greater market diversity and
expanded our geographical reach. Sales to
international customers now exceed 50
percent of our total sales. We believe there is
a significant opportunity to grow our
revenues through cross-selling — selling our
pump and seal products and services to the
IFC customer base and selling IFC valves
into our existing Flowserve customer base.
o On the operational side of the IFC
acquisition, we expect to realize greater
integration savings than we originally

anticipated. On an annual run-rate basis,




we now estimate we will capture $15 to 20

million in annual synergy savings that will
improve our bottom line.

o We realigned our service business for
pumps and valves for better ties to the original
equipment business, similar to our proven
seals service model. By creating fixed-fee
alliances with our customers, our seals service
business has been able to generate steady
revenue and margin growth even in down-
markets (as shown below), With this model in
place across all of our businesses, we believe we
can reduce our revenue volatility and lessen
the impact of future cyclical downturns on

our results.
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o We generated strong cash flow by reducing
inventories and accounts receivables as well
as operating expenses and interest expense.
As a result, we were able to pay down a
significant portion of our outstanding debt.

Our net debt-to-capital ratio improved to

58.0 percent at the end of 2002, from 71.3
percent at year-end 2001 and 78.1 percent
at year-end 2000. Our goal is to further
strengthen our balance sheet in 2003 by
finding more opportunities to reduce both
working capital and operating expenses and
continuing to repay debt.

Each of these actions took the coordinated
efforts of all our Flowserve employees. I
thank each of them for their focus and hard
work throughout a difficult year. Our
management team and employees are
committed to taking the right steps to make
Flowserve the preferred supplier for all of

our customers’ flow control needs.

A COMMITMENT TQ
THE VISION WE DEFINED

We have a clear vision for Flowserve. Our
vision is to be the preferred supplier in the
flow control industry. We believe we must
have the following capabilities to achieve our

vision. We must:

o Be a one-stop shop.

o Be a global supplier with 24/7 capabilities.
o Provide innovative service solutions.

o Streamline our manufacturing.

o Deliver operational excellence.

o Be financially strong.

This is our vision for Flowserve. We are
making good progress in moving our
organization closer to the vision we’ve
defined and, in 2003, we will continue our
efforts to position Flowserve for the future.

‘We will continue to innovate and invest in
R&D in order to broaden our product
portfolio. We will continue to work with our
customers to broaden the diversity of
applications for our products. We will continue
to improve our operations and lower costs. We
will continue to work toward a future when
Flowserve is the primary supplier customers
turn to for all of their flow control needs.

Our company is committed to making our
vision a reality and to delivering our full

potential for you, our shareholders.

Y

C. Scott Greer

Chairman, President and Chief Executive Officer
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Corporate Governance

We're proud of our Board’s long-standing
corporate governance practices. It has
traditionally followed best practices, instead
of minimum legal requirements, in corporate
governance. While others struggle to

comply with the new Sarbanes-Oxley

federal reform legislation, our Board is not.
We made only incremental modifications to

meet the tougher new legal requirements.

o Our Audit/Finance Committee was already
composed of only experienced independent
directors. For many vears, this committee has
engaged in the regular practice of holding
separate meetings with our external and
internal auditors. This committee had
already adopted and enforced limitations

on any non-audit services provided by
PricewaterhouseCoopers, our independent

accountants.

o Excluding our CEO, our Board is
composed of independent directors who
receive only director’s compensation from
the Company. The Board and each Board
Committee operate under formal written
charters. Under its charter, the Board’s
Corporate Governance and Nominating
Committee performs customary Board
governance and nominating committee
functions, including new director recruiting
and CEO selection.

o For the past seven years, our Board has
followed a formal annual CEO review
process, a formal annual Board self-
assessment process and a formal biannual
director peer-review process. The Board has
traditionally conducted executive sessions led
by a designated outside independent director

without the CEO present.




Flowserve Corporation Getting Ready to Go

In 2002, we took several significant steps to move
closer 10 the vision we've defined for Flowserve.




Our checklist: Getting ready to go.

While in 2002 the global economy
weakened, many customers reduced
their capital and maintenance spending,
demand for our products and services
decreased and our sales did as well,
nonetheless we earned $53 million, an
improvement of $54.5 million
compared to a net loss last year.
Importantly, we generated $248.9 million
of cash flow from operations.

This past year, we took significant steps
to solidify and improve our company’s
position by focusing on the variables we

can control:

o We expanded our product and service
offerings with the acquisition of Invensys
plc’s flow control division (IFC).

o We strengthened our global capabilities.
o We introduced our successful seals
service model to our pump and valve
businesses.

o We consolidated and streamlined our
manufacturing operations and realized

significant savings as a result.

g We strengthened our commitment

to operational excellence and backed it
up with training, tools and resources.
Again, we achieved significant savings
as a result,

o We managed our business aggressively
while maintaining sound financial

fundamentals.

Taken together, these steps — and the
steps we as a management team take
each and every year - define who we are
and where we are going. With each step,
we deepen our commitment to the

vision we've defined for our company:

8 A one-stop shop.

o A global competitor with 24/7
capabilities.

@ An innovative service solutions
provider.

o A lean, high-quality, fast and flexible
manufacturer.

o A company with a strong balance

sheet and healthy cash flow.

In 2002, we made good progress
toward our defined vision in each of
these dimensions.

As we enter 2003, we believe our
company is in a very strong, competitively
advantaged position. We're ready to
capitalize on revitalized, growing
markets when they come. At the same
time, we're prepared to weather a
prolonged downturn. Whatever the
market conditions, we'll continue to take
the right steps to ensure Flowserve reaches
its full potential as an outstanding
supplier of superior flow control
products and services, as a preferred
employer and as an attractive

investment opportunity.




A World-Class Provider of Industrial Produsts and S@Wﬂ@@@j

CHEMICAL PROCESS PUMPS

Flowserve is a leading supplier of chemical process pumps worldwide.

These pumps conform to American National Standard Institute

(ANSI) and International Standards Organization (ISO)

specifications and are used where reliability is critical. Pumps are

available in a variety of designs and materials to meet any demand

of severe chemical circulation.

VERTICAL PUMPS

Flowserve manufactures
this type of pump
principally for the
demands of water-
management operations
such as power plant
circulating, river intake,
cooling tower, water supply

and irrigation applications.

MULTISTAGE PUMPS

These heavy-duty, high-pressure and -temperature multistage
pumps comply with specifications of the American Petroleum
Institute (API). Typical applications include petroleum

production, pipelines, petroleum refining, boiler feedwater,

water treatment and mining.

TWQ STAGE PUMPS

Flowserve’s two-stage process
pumps are fully compliant
with the specifications of the
API. This piece of equipment
is designed for the high-
temperature and -pressure
requirements in a number
of applications in petroleum

refining.

-
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FLOWSERVE'S PRODUCTS AND SERVICES

Flowserve's Products and Services

Flowserve Corporation

Flowserve is the world’s leading
single-source provider of flow
management products and related repair
and replacement services. We have an
estimated worldwide installed base of
more than one million pumps working
in a broad range of industrial applications.
Flowserve is the premier manufacturer of
pumps for the petroleum, chemical
processing and power generating
industries, and our valves, valve actuators
and valve automation systems are widely
installed in refineries, chemical plants,
pharmaceutical, food and other
processing applications. Our seals and
sealing systems are used to prevent
leakage of fluids in a variety of rotating
systems. On this page is a sampling of
the hundreds of models of Flowserve

pumps, valves and seals.

FLOWSERVE VALVES & ACTUATOCRS

Flowserve quarter-turn equipment consists of plug, ball,
butterfly, gate, globe and check valves made in a variety of
materials, linings and body styles. Our valve automation
systems include a broad range of rack and pinion, scotch,
yoke, and electric actuators for actuation of manual quarter-

turn valves into automated systems.

MECHANICAL SEALS

Highly engineered mechanical seals are used in
pumps, compressors, mixers, steam turbines and
other rotary-motion equipment applications for
containing corrosive, volatile, abrasive, precious or

flammable fluids.

CONTROL VALVES

Flowserve offers an array
of control valves that are
available in a wide range
of styles and materials.
Our control valves
handle fluids that range
from liquefied gases

to highly corrosive

chemicals.




Getting Ready to Go

Flowserve Corporation

Flowserve is the one-stop shop for high quality,

reliable flow control products and services.




We acquired [FC.

On May 2, 2002, we completed our acquisition

of IFC and became the world’s second largest

Contributions to

2002 Pro Forma Sales supplier of valve products and services. We

gained a dozen well-recognized brands and
established market positions — and a stronger
presence in the petroleum, power, water,
chemical and general industry segments and

European valve markets.

QONE-STOP SHOPPING AT FLOWSERVE

The IFC acquisition was yet another

substantial step forward in our efforts to

Pumps 50 %

become a one-stop shop for flow control

Flow Control 36 %

products and services. Our competitive

Flow Solutions 14 %

position is now even stronger in pumps,
valves and seals. We are the world’s second

Contributions to largest pump manufacturer and a leading

2002 Pro Forma Operating

Income (before special items) supplier to the petroleum, chemical and

power industries. We have more than one
million installed pumps around the world.
We are the world’s second largest supplier of
valves, actuators and related products and
services. We are the world’s second largest
seal producer, manufacturing 180 different
models of seals and sealing systems. We're
also the leader in laser-manufactured wavey
face technology — an innovative new

manufacturing approach that produces

Flow Contro! 25 %
Pumps 51 %

far more reliable sealing.

flow Solutions 24 %

{1} Excludes Corporate and Other

CUSTOMERS EXPECT MORE
FROM FEWER SUPPLIERS

In virtually all of our end-markets, our
customers are trying to simplify operations -
and ultimately reduce costs. They want to !
maintain fewer makes of equipment and

inventory fewer types of parts. They

o

A

increasingly expect Flowserve to deliver

FEL

.
A

more value:

o Through simplified purchasing by
bundling multiple flow control products
into one contract.

o By delivering and installing flow control
products to multiple facilities located around
the world.

8 By providing service and replacement
parts throughout the life of a pump or valve.
o Through designing and delivering flow
control subsystems rather than just

component parts.

In the future, we believe our customers
will look to one or two suppliers to handle all
of their flow control needs — in an effort to
simplify their operations and reduce their
costs. Our vision is to be the one-stop shop
for high quality, reliable flow control products
and services. With our acquisition of IFC,

we are significantly closer to making our

vision a reality.




Global and Operating Around the Clesck

WATER

For more than 100 years, water utilities have used
Flowserve pumps, valves and seals to make water fit to
drink and to deliver it to millions of customers. Fresh
water, desalination, irrigation, wastewater treatment,
flood control and environmental clean-up projects are
all flow control applications in this industry sector. Water

accounts for 7 percent of Flowserve’s annual orders.

CHEMICAL

In the chemical industry, Flowserve products control
the flow of steam, air, water, hydrocarbons, organic
and inorganic fluids. Flow control applications in
chemicals, petrochemicals and agrochemicals account

for approximately 19 percent of Flowserve’s annual orders.

GENERAL INDUSTRY

General industries include pharmaceuticals, food
processing, pulp and paper, mineral and ore processing,
steel and metal production as well as navy and marine
applications. This broad and diverse sector represents

about 27 percent of Flowserve’s annual orders.

FL www.flowssrve.com
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FLOWSERVYE'S MARKETS

Global and Operating Around the Clock

Flowserve Corporation

We serve all types of process
industries including
petroleum, power, water,
chemical and general
industrial markets such as
food processing and
pharmaceuticals. Our markets
are large, diverse and global.
Many flow control
applications are mission-

critical; meaning downtime is

both disruptive and expensive.

Flowserve has local
resources around the world.
Our flow control experts are
ready to help with design,
installation and ongoing
service throughout the life of
our pumps, valves and seals.
Like our markets, we are
global and we operate around

the clock.

PETROLEUM

The petroleum industry spends
more than $6 billion each year on
flow control products, including
pumps, valves and seals.
Production, refining, pipelines

and gas processing facilities have
extensive flow control needs.
Petroleum applications represent
approximately 30 percent of

Flowserve’s annual orders.

POWER

Power generation plants, including
fossil fuel, nuclear power and
natural gas power as well as waste-
to-energy and other types of
renewable resources, use Flowserve
flow control products. Power
industry applications account for
almost 17 percent of Flowserve’s

annual orders.




Flowserve Corporation

Getting Ready to Go
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Flowserve is a global company
with 24 /7 capabilities.




We added global resources.

Geographic Coverage
2002 Pro Forma Sales

by Destination

Latin America 7 %

Asia/Pacific 11 %

Canada 4 %

United States 44 %

Europe/Middle East/Africa 34 %

Petroleum exploration, production and
refining — chemical processing — power
generation — water purification and
processing — all of our markets operate
around the clock. All of our markets are
global. Many applications are mission-
critical, meaning downtime is both

expensive and disruptive.

GLOBAL CAPARBILITIES

As a supplier of essential products and services
to these markets, we must also operate globally
and around the clock. In 2002, we added
resources in Europe and Asia-Pacific through
our acquisition of IFC. We opened an
engineering center in Bangalore, India — one
of six centers of excellence located around the
world. Each has a certain expertise in our
pump, valve and seals business — specializing
by technical competence such as finite
element analysis or by a certain type of
pump, valve or seal design or application.

We can handle the big projects. When an
engineering firm in Japan, working for a
European multinational, is designing a facility
in Singapore, we have the product portfolio,
the technical expertise and local resources in
Japan, Europe and Asia-Pacific to meet their

flow-control needs.

Specifically in 2002, we supplied pumps
and seals to a major Russian refinery. Our
flow control equipment was an integral part
of the effort to modernize the refinery and

upgrade the hydrotreater. We also supplied

pumps and seals to a major chemical complex

located near Rio de Janeiro, Brazil.

A
x4
2)
§

Py

OPERATING ARQUND THE CLOCK
In our seals business, we have a network of
more than 50 service and quick response
centers (QRCs) located around the world -
close to our customers’ facilities. In the
majority of these we have the ability to
measure a pump at the customer's site,
design the seal, manufacture the seal, assemble
and test it in less than 72 hours. That’s the
best turnaround time in the industry and
it’s available on a 24/7/365 basis.

In every aspect of flow control — pumps,
valves and seals — Flowserve is a global

company with 24/7 capabilities.



Flowserve

Corporation Getting Ready to Go

Flowserve is an inncvative service solutions
provider for pumps, valves and seals.




We extended our proven service model.

Typical Seal Alllance Profile

Customer Seal Spend
— . $500k
$425k

Spend with Flowserve

A —

$150k
$425k

Mean Time Between Failures

H 22 months
60 months

Customer Savings

|
 —

$0
] $1.3 million

11995
12002

Today, we get about half of our sales revenues
from aftermarket business. Our seals business
sets the standard with a proven service model
built on customer alliances. In 2002, our
seals service business delivered positive sales
and income growth in spite of tough market
conditions. Steady growth with less volatility

is a direct benefit of our service model.

A WIN-WIN SITUATIOR

Customer alliances come in many forms but all
are designed to create a win-win situation for
our customers and us. Custorners win with
lower costs, lower inventory levels and longer
mean time between equipment failures.
Flowserve wins through increased market
share and reduced selling costs. With one
seven-year alliance partner, we have reduced
life cycle costs by 40 percent, tripled seal life
and doubled pump life.

Alliances can also improve reliability
through training. At one chemical plant —a
long-term alliance partner — we conduct 24
classes each year with topics ranging from seal
selection, installation, trouble-shooting, failure
analysis and site-specific issues.

Our seals service business is the
industry leader in developing customer
alliances. Thirty to forty percent of our
worldwide seal end-user business is done
through alliances. Beginning in third quarter
2002, the service business for pumps and
valves was realigned within the Flowserve

organization. Now the pump and valve

product groups have responsibility for their
respective service businesses. We believe our
new organizations can more aggressively
expand our proven service model by

leveraging existing customer relationships.

INNOVATIVE SOLUTICNS
We're taking our alliance approach to service (
one step further with Flowstar — a new
solutions approach to facility maintenance.

We offer Flowstar.net — a database that
catalogs the history of the equipment in a
customer’s facility. Currently in place at
approximately 100 sites, Flowstar.net is a
Web-based measurement tool that tracks
our performance as part of our alliance with
our customers. We also offer a condition
monitoring service as an add-on to our fixed
fee agreements. Using automation and
instrumentation from Rockwell, we're able
to analyze various conditions including
vibrations, temperatures and oil levels in
order to give customers an early warning
of potential equipment failures. Finally, we
offer remote monitoring and diagnostics as
a stand-alone solution. Our data acquisition
tool monitors conditions at a remote site and
transmits the data to Flowserve technicians
for analysis.

We believe the ability to provide
exceptional service separates Flowserve from
its competitors. Qur vision is to be
an innovative service solutions provider

for pumps, valves and seals.



Flowserve Corporation Getting Ready to Go
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Flowserve is an expert at rationalizing its manufacturing operations
fellowing acquisitions and realizing integration synergies.




We streamlined manufacturing.
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After integrating three acquisitions in the
past three years, we've learned how to
realize hard synergies and real cost savings.
In 2002, we eliminated more than 600,000
square feet of manufacturing space as we

integrated IFC operations.

AN EXPERY IN INTEGRATIOW
As we consolidated facilities in 2002, we
leveraged the lessons we learned in earlier

integrations:

o We concentrated on the facilities receiving
additional manufacturing volume as a result
of the integration. We mapped out their
critical processes — like order entry, material
planning and manufacturing — to ensure they
were robust enough to operate efficiently at
higher volumes.

o We assembled an integration team whose
members all have positions in our ongoing
operations. With a long-term stake in the
outcome, the team made the right decisions
for the future of our business.

o We stayed focused on running the whole
business, not just the integration of IFC.

As a result, customer disruptions were

minimized. If we did miss a delivery or a

deadline, we pushed to expedite our processes
to diminish the impact on our customers.

D We aggressively integrated suppliers across
the combined operations and accelerated our

push for low-cost materials purchasing.

As a result of our lessons learned, we

)

estimate that the integration of IFC will

——
IRLEEAA

produce $15 to 20 million in annual run-
rate savings. We also benefited from lean
manufacturing and continuous improvement

concepts that were part of the IFC culture.

WORLD-CLASS MANRUFACTURING

As we capitalize on our acquisition of IFC
and continue to pursue our approach to
operational excellence, we will continue to
streamline manufacturing. Our goal is to
further develop and refine our processes
so that they set a world-class benchmark
not just in the flow control industry, but
among the best manufacturing companies

in the world.



Flowserve Corporation Getting Ready to Go

Flowserve is an organization committed to
operational excellence.
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We improved.

Trained Black Belts
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We graduated our first wave of black belts
in the second quarter of 2002. We now
have 45 full time experts in place ~ trained
in the tools and processes of continuous
improvement. We are taking the next step
in 2003 by increasing our training program
by more than 40 percent.

Our black belts will lead individual sites
within our organization toward increased
productivity. Our black belts led programs
that realized $3 million in recurring

productivity savings in 2002 alone.

OUR APPROARCH TO
CONTINUOUS IMPROVEMENT

At Flowserve, we're simultaneously pursuing

five continuous improvement themes:

1. Lean enterprise — focused on eliminating
waste and non-value-added activities

anywhere in our organization.

2. Six Sigma — designed to reduce variation in

processes and their outcomes.

3. Supplier integration — focused on bringing

material and service suppliers into the

continuous improvement fold.

4. Quality management — designed to ensure

all productivity gains are measured, tracked

and sustained over time.

5. Change management — focused on training

individuals on how to lead positive change in

an organization.

By tackling all the dimensions of continuous
improvement at once, we believe we can
make better trade-offs and implement
optimal solutions as we redesign and

refine our business processes.

COMMITTED TO
CPERATIONAL EXCELLENCE

Using a unique training course, we are
developing our top 100 managers into
more effective sponsors of our continuous
improvement projects. Using this targeted
training, our leaders will be better able to ask
the right questions, define projects and
implement holistic change to our operations.
With each of our continuous improvement
efforts — from the factory floor in
Roosendaal, Netherlands to our executive
offices in Dallas, Texas — we renew our
commitment to operational excellence

every single day.
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Flowserve is a strong, financially sound business.
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We continued to repay debt.

Net Debt to Capital Ratio
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During 2002, we repaid $234 million of debt,
including approximately $170 million of
optional prepayments in the second half of
the year. In addition, we completed a successful
equity offering to help finance our acquisition
of IFC in May 2002. As a result, our net
debt-to-capital ratio improved to 58 percent
at the end of 2002, from 71 percent at
year-end 2001 and 78 percent at year-end
2000. During 2002, Moody’s upgraded our
debt ratings and we significantly reduced
interest expense.

Our cash flow was strong in 2002 and we
expect it to remain so. Operating cash flow in
2002 was $248.9 million. Reducing working
capital generated $89.7 million of cash flow
in 2002. Improvement in accounts receivable
generated $76.5 million of cash flow and
helped improve our days’ sales outstanding.

Reduction in inventories generated

Days’ Sales Outstanding

90 88
81
80 78
76
71

704

60—
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Quarters

$22.5 million of cash flow, due in part, to the
significant decline in finished goods inventories.
We reduced operating expenses. We
continue to expect that the integration of IFC
will deliver $15 to 20 million in annual
run-rate savings. Our continuous
improvement program identified $3 million
in productivity savings in 2002 alone.
Our company’s debt reduction program
is ahead of schedule and our business model is
working. Increasing working capital utilization
remains a priority. We remain committed to
operational excellence. We will continue to
use cash from operations to strengthen our
balance sheet. Qur target capital structure is a
net debt-to-capital ratio of 50 percent or less
and we're confident we can reach this target

within the next two years.

Finlshed Goods inventory*
(in millions)
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*Excluding IFC
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The steps we took in 2002 — and the steps we as a management
team take every year — define who we are and where we are
going. We will continue to take the right steps to ensure
Flowserve is ready to compete and win today and in the future.
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From left: Rory E. MacDowell, Vice President and Chief Information Officer; Mark D. Dailey, Vice President, Supply Chain and
Continuous Improvement; Thomas E. Ferguson, Vice President, Division President, Flow Solutions Division; David F. Chavenseon, Vice President and
Corporate Treasurer; Kathleen &. Giddings, Vice President and Corporate Controller; Sean $. Claney, Vice President, Corporate Communications;
Cheryl D. Mcieal, Vice President, Human Resources; €. Scolt Greer, Chairman, President and Chief Executive Officer;
Renée [. Hornbaler, Vice President and Chief Financial Officer; Ronald F. Shuff, Vice President, Secretary and General Counsel;
J.B. Nowlin, Vice President, Tax; George A. Shedlarski, Vice President, Division President, Flow Control Division;
Carlos W. Cardese, Vice President, Division President, Flowserve Pump Division; John ¥. Jacko, Jr., Vice President, Marketing and Customer Management
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REPORT OF INDEPENDENT ACCOUNTANTS

To The Board of Directors and Shareholders of

Flowserve Corporation

In our opinion, the accompanying consolidated balance sheets as of
December 31, 2002 and 2001, and the related consolidated statements
of operations, comprehensive income/{loss), shareholders’ equity and
cash flows present fairly, in all material respects, the financial position
of Flowserve Corporation and its subsidiaries at December 31, 2002
and 2001, and the results of their operations and their cash flows for
each of the three years in the period ended December 31, 2002 in con-
formity with accounting principles generally accepted in the United
States of America. These financial statements are the responsibility of
the Company’s management; our responsibility is to express an opin-
ion on these financial statements based on our audits. We conducted
our audits of these statements in accordance with auditing standards
generally accepted in the United States of America, which require that
we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by manage-
ment, and evaluating the overall financial statement presentation. We

believe that our audits provide a reasonable basis for our opinion.

As discussed in Note 1 to the consolidated financial statements, the
Company adopted Statement of Financial Accounting Standards No.
141 “Business Combinations” and No. 142 “Goodwill and Other
Intangible Assets” on January 1, 2002, Additionally, as discussed in
Note 8 to the consolidated financial statements, the Company adopted
Statement of Financial Accounting Standards No. 133 “Accounting for

Derivative and Hedging Activities” on January 1, 2001.

PricewaterhouseCoopers LLP
Dallas, Texas
February 3, 2003

REPORT OF MANAGEMENT

The Company’s management is responsible for preparation of the
accompanying consolidated financial statements. These statements
have been prepared in conformity with accounting principles generally
accepted in the United States of America and include amounts that are
based on management’s best estimates and business judgment,
Management maintains a system of internal controls, which in
management’s opinion provides reasonable assurance that assets are

safeguarded and transactions properly recorded and executed in

accordance with management’s authorization. The internal control
system is supported by internal audits and is evaluated by the inde-
pendent auditors in determining the scope of their annual audit. The
Board of Directors pursues its responsibility for financial information
through an Audit/Finance Committee comprised entirely of indepen-
dent directors. This committee regularly meets not only with manage-
ment, but also separately with representatives of the independent

external and internal auditors.

§%Qz%/i\ R ghor— fotan oty

C. Scott Greer Renée J. Hornbaker

Chairman, President and Chief Executive Cfficer

Vice President and Chief Financial Officer

Kathleen A. Giddings
Vice President and Chief Accounting Officer
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MANAGEMERT’S DISCUSSION AND ANALYSIS

OVERVIEW

The following discussion and analysis are provided to increase under-
standing of, and should be read in conjunction with, the accompany-
ing consolidated financial statements and notes.

Flowserve produces engineered and industrial pumps, industrial
valves, control valves, nuclear valves, valve actuation and precision
mechanical seals, and provides a range of related flow management ser-
vices worldwide, primarily for the process industries. Equipment man-
ufactured and serviced by the Company is predominately used in
industries that deal with difficult-to-handle and corrosive fluids as well
as environments with extreme temperature, pressure, horsepower and
speed. Flowserve’s businesses are affected by economic conditions in
the United States and other countries where its products are sold and
serviced, by the cyclical nature of the petroleum, chemical, power,
water and other industries served, by the relationship of the U.S. dollar
to other currencies, and by the demand for and pricing of customers’
products. The Company believes the impact of these conditions is
somewhat mitigated by the strength and diversity of Flowserve’s product
lines, geographic coverage and significant installed base, which provides

potential for an annuity stream of revenue from parts and services.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES
Management’s discussion and analysis is based on the Company’s
consolidated financial statements and related footnotes contained
within this report. The Company’s more critical accounting policies
used in the preparation of the consolidated financial statements are
discussed below.

Based on a critical assessment of its accounting policies and the
underlying judgments and uncertainties affecting the application of
those policies, management believes that the Company’s consolidated
financial statements provide a meaningful and fair perspective of the
Company. This is not to suggest that other general risk factors, such as
changes in worldwide growth objectives, changes in material costs,
performance of acquired businesses and others, could not adversely
impact the Company’s consolidated financial position, results of
operations and cash flows in future periods.

The process of preparing financial statements in conformity with
accounting principles generally accepted in the U.S. requires the use of
estimates and assumptions to determine certain of the assets, liabili-
ties, revenues and expenses. These estimates and assumptions are
based upon the best information available at the time of the estimates
or assumptions. The estimates and assumptions could change materi-
ally as conditions within and beyond the Company’s control change.
Accordingly, actual results could differ materially from those esti-

mates. The most significant estimates made by management include

the allowance for doubtful accounts, reserves for excess and obsolete
inventories, deferred tax asset valuation allowances, restructuring
accruals, legal and environmental accruals, warranty accruals, insur-
ance accruals, pension and postretirement benefit obligations,
valuation of goodwill and other long-lived assets and the expense
associated with stock-based compensation. The significant estimates
are reviewed quarterly with the Company’s Audit/Finance Committee.
The following is a discussion of the critical accounting policies and the
related management estimates and assumptions necessary in deter-

mining the value of related assets or liabilities.

REVENUE RECOGHNITION

Revenues and costs are generally recognized based on the shipping terms
agreed to with the customer and fulfillment of all but inconsequential or
perfunctory actions required of the Company. Revenue for longer-term
contracts is generally recognized based on the percentage of completion
method calculated on a cost-to-cost basis. Revenues generated under
fixed fee service and repair contracts are generally recognized ratably
over the term of the contract. Shipping and handling costs are reported
in cost of sales and amounts billed to customers for these costs are
included in revenues. Progress billings are generally shown as a reduction
of inventory unless such billings are in excess of accumulated costs, in

which case such balances are included in accrued liabilities.

ALLowancE FOR DouBTFUL ACCOUNTS
Accounts receivable are stated net of the allowance for doubtful
accounts.

The allowance for doubtful accounts is established based on
estimates of the amount of uncollectible accounts receivable. The
amount of the allowance is determined based upon the aging of the
receivable, customer credit history, industry and market segment
information, economic trends and conditions, credit reports and
customer financial condition. Customer credit issues, customer bank-
ruptcies or general economic conditions can affect the estimates.

Credit risk may be mitigated by the large number of customers in
the Company’s customer base across many different geographic
regions and an analysis of the creditworthiness of such customers.
Additionally, the Company maintains a credit insurance policy for its
European subsidiaries. Under the policy, the Company generally
receives funds from the third party insurer, net of deductible, in

instances where customers covered by the policy are unable to pay.

INVENTORIES
Inventories are stated at the lower-of-cost or market. Cost is deter-

mined for U.S. inventories by the last-in, first-out (LIFO) method and
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MANAGEMENT'S DISCUSSION AND ANALYSIS (CONTINUED)

for other inventories by the first-in, first-out (FIFO) method. Reserves
for excess and obsolete inventories are based on an assessment of
slow-moving and obsolete inventories, determined by historical usage
and estimated future demand. These estimates are generally not
subject to significant volatility, except for product rationalizations
generally associated with acquisition integration programs, due to the

relatively long life cycle of the Company’s products.

DeFeRRED Tax ASSET VALUATION

Deferred tax assets and liabilities are established based on the profits
or losses in each jurisdiction in which the Company operates.
Associated valuation allowances reflect the likelihood of the recover-
ability of any such assets. The judgment of the recoverability of these
assets is based primarily on the historical and current earnings, and on
estimates of future earnings and prudent and feasible tax planning
strategies. These estimates could be impacted by changes in amounts and

composition of future taxable income and the results of tax strategies.

RESTRUCTURING RESERVES

Restructuring reserves are generally established in conjunction with an
acquisition. Such reserves reflect many estimates including costs per-
taining to employee separation, settlements of contractual obligations
and other matters associated with exiting a facility. Restructuring costs
related to facilities and employees of an acquired business generally
become a component of goodwill, whereas non-acquisition related
restructuring costs are recorded as restructuring expense in the state-
ment of operations. Reserve requirements for each restructuring plan
are assessed quarterly and susceptible to adjustment due to revisions

of cost estimates and other changes in planned restructuring activities.

LEGAL AND ENVIRONMENTAL ACCRUALS

The costs relating to legal and environmental liabilities are estimated
and recorded when it is probable that a loss has been incurred and
such loss is estimable. The Company has a formal process for assessing
the facts and circumstances and recording such contingencies on a
case-by-case basis. Assessments of legal and environmental costs are
based on information obtained from the Company’s independent and
in-house experts and the Company’s loss experience in similar situa-
tions. The estimates may vary in the future due to new developments

regarding the facts and circumstances of each matter.

WaRRANTY ACCRUALS
Warranty obligations are based upon product failure rates, materials
usage and service delivery costs. The Company estimates its warranty

provisions based upon an analysis of all identified or expected claims
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and an estimate of the cost to resolve those claims. The estimates of
expected claims are generally a factor of historical claims. Changes in
claim rates, differences between actual and expected warranty costs
and the Company’s facility rationalization activities could impact war-

ranty obligation estimates.

INSURANCE ACCRUALS

Insurance accruals are recorded based upon an analysis of the
Company’s claim loss history, insurance deductibles, policy limits and
an estimate of incurred but not reported claims. The estimates are
based upon information received from the insurance company
adjusters. Changes in claims and differences between actual and

expected claim losses could impact the accrual in the future.

Pension AND POSTRETIREMENT BENEFITS OBLIGATIONS

Determination of the value of the pension and postretirement benefits
liabilities is based on actuarial valuations. Inherent in these valuations are
key assumptions including discount rates, market value of plan assets,
expected return on plan assets, life expectancy and assumed rate of
increase in wages or in health care costs. Current market conditions,
including changes in rates of returns, interest rates and medical infla-
tion rates are considered in selecting these assumptions. Changes in
the related pension and postretirement benefit costs may occur in the
future due to changes in the assumptions used and changes resulting

from fluctuations in the Company’s related headcount.

VALUATION OF GooDwiILL, INDEFINITE-LIVED INTANGIBLE
AsseTs AND OTHER LonG-LIVED ASSETS
The value of the Company’s goodwill and indefinite-lived intangible
assets are tested for impairment annually in the fourth quarter or
whenever events or circumstances indicate such assets may be
impaired. The test involves significant judgment in estimating projec-
tions of fair value generated through future performance of each of
the Company’s reporting units which correlate to the Company’s
operating segments. The net realizable value of other long-lived assets,
including property, plant and equipment, is reviewed periodically,
when indicators of potential impairments are present, based upon an
assessment of the estimated future cash flows related to those assets.
Due to uncertain market conditions and potential changes in strat-
egy and product portfolio, it is possible that forecasts used to support
asset carrying values may change in the future, which could result in
non-cash charges that would adversely affect the Company’s results of

operations and financial condition.
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SToCK-BASED COMPENSATION
The Company accounts for its stock option compensation for employees
and directors using the intrinsic-value method. All options granted by
the Company have an exercise price equal to or in excess of the market
price of the underlying stock on the date of grant, therefore, no com-
pensation expense is recognized under the intrinsic-value method of
accounting. Awards of restricted stock are valued at the market price
of the Company’s common stock on the date of grant and recorded as
unearned compensation within shareholder’s equity. The unearned
compensation is amortized to compensation expense over the vesting
period of the restricted stock.

See the Accounting Developments section of this Management’s
Discussion and Analysis for additional information surrounding the
recently issued SFAS No. 148.

RESULYTS OF OPERATIONS

In general, 2002 consolidated results and the Flow Control Division
results were higher than the corresponding period in the previous year
due to the Company’s acquisition of Invensys’ flow control division
(IFC) on May 2, 2002. The results for IFC subsequent to the date of
acquisition are included in the results for the Company’s Flow Control
Division. The [FC acquisition is discussed in further detail in the
Liquidity and Capital Resources section of this Management’s
Discussion and Analysis. Pro forma results for 2002 and 2001 refer-
enced throughout this Management’s Discussion and Analysis assume
that the acquisition of IFC occurred on January 1, 2001 and include
estimated purchase accounting and financing impacts.

In general, 2001 consolidated results and the Flowserve Pump
Division results were higher than the corresponding period in 2000
due to the Company’s acquisition of Ingersoll-Dresser Pump
Company (IDP) in August 2000. Pro forma results in 2000 assume the
acquisition of IDP took place on January 1, 2000.

All pro forma information is provided solely to enhance under-
standing of the operating results, not to purport what the Company’s
results of income would have been had such transactions or events
occurred on the dates specified or to project the Company’s results of

operations for any future period.

SALES, BookiNGgS AnD BACKLOG

(In millions of dollars)

$2,184.1 $2,25L3
e

2002

O Bookings [ Sales

SALES

(In millions of dollars) 2002 2001 2000
Sales $2,251.3  $1,917.5 $1,538.3

Pro forma sales, including [FC 2,408.7 2,422  n/a'

(1) Pro forma information related to IFC for 2000 is not available or required.

Sales increased 17.4% in 2002, compared with a 24.7% increase
during 2001. The IFC acquisition, a higher volume of engineered
project sales in the petroleum and water markets and an increased sales
volume of mechanical seals positively impacted sales in 2002. Sales on a
pro forma basis, including IFC, decreased 1.4% during 2002, reflecting
the weakness in the quick turnaround business to the chemical, power,
and general industrial sectors, partially offset by the aforementioned
increases. The quick turnaround business is generally business that is
booked and shipped within the same reporting period. Chemical and
industrial pumps, valves and mechanical seals and related services are
most dependent on this book and ship business. The Company believes
that the weakness in this business is due to customer deferrals of plant
turnarounds and a lower level of capacity utilization due to partial or
complete plant closures.

The sales increase in 2001 from 2000, was largely due to the acqui-
sition of IDP which was offset partially by lower sales volumes to
chemical and general industrial customers due to weakness in the U.S.
economy. Additionally, unfavorable currency translation, the divesti-
ture of product lines pursuant to the IDP acquisition and closure or
sale of several service operations, negatively impacted sales in 2001.

Net sales to international customers, including export sales from
the U.S., increased to 56% of sales in 2002, compared with 48% in
2001 and 38% in 2000. IFC’s proportionately higher mix of interna-
tional operations contributed to the increase in 2002, while the impact
of IDP’s international operations resulted in the 2001 increase.
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The change in sales is discussed further in the following section on

Business Segments.

BooKXINGS AND BACKLOG

(In millions of dollars) 2002 2001 2000
Bookings $2,184.1 $1,9755 $1,521.6
Pro forma bookings, including IFC 2,3262  2,507.6  n/a’
Backlog 733.7 662.8 659.3
Pro forma backlog, including IFC 733.7 780.1  n/a

(1) Pro forma information related to IFC for 2000 is not available or required.

Bookings, or incoming orders for which there are customer pur-
chase commitments, increased 10.5% in 2002 largely due to the IFC
acquisition. Bookings on a pro forma basis decreased in 2002 by 7.2%,
which is primarily related to reduced demand for products and
services to chemical, power and general industrial customers.

Bookings increased in 2001 from 2000 largely due to the full year
impact of the IDP acquisition. The increase was offset in part by
declines in business due to weakness in the U.S. economy which
impacted the chemical and general industrial sectors of the business
most significantly in the second half of 2001.

Backlog in 2002 increased 10.7%, largely due to the IFC acquisition.
On a pro forma basis, including IFC, backlog decreased 5.9% primarily
due to lower bookings in the chemical, power and general industrial

sectors despite the booking of several large project orders in 2002.

BUSINESS SEGMENTS

Flowserve manages its operations through three business segments:
Flowserve Pump Division (FPD) for engineered pumps, industrial
pumps and related services; Flow Solutions Division (FSD) for preci-
sion mechanical seals and related services; and Flow Control Division
(FCD) for industrial valves, manual valves, control valves, nuclear
valves, valve actuators and controls and related services.

Effective July 1, 2002, the Company realigned its operating
segments. The reorganization was undertaken to strengthen end user
focus within the segments. Under the new organization, the Flow
Solutions Division includes the Company’s seal operations, while the
Company’s pump service and valve service businesses are now man-
aged and thus included in the Flowserve Pump Division and Flow
Control Division, respectively. Segment information reflects the new

organizational structure for all periods presented.
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The Company evaluates segment performance based on operating
income excluding special items. Special items included in operating
income during each of the three years in the period ended December
31, 2002 are generally associated with the acquisitions of IFC and IDP

and include the following:

Year ended December 31,

(In millions of dollars) 2002 2001 2000
Integration expense $16.2 $63.0 $35.2
Restructuring expense 4.3 (1.2) 19.4
Purchase accounting

adjustment for inventory 5.2 - -
Total $25.7 $61.8 $54.6

Sales and operating income before special items for each of the

three business segments follows:

Flowserve Pump Division

(In millions of dollars) 2002 2001 2000
Sales $1,204.6 $1,170.2 $ 808.6
Pro forma sales,

including IDP 1,204.6 1,170.2 1,185.0
Operating income

(before special items) 134.7 144.5 89.7

Pro forma operating income

(before special items)

including IDP 134.7 144.5 83.3
Operating income

(before special items)

as a percentage of sales 11.2% 12.3% 11.1%

Sales of pumps, pump parts and related services for the Flowserve
Pump Division (FPD) increased by 2.9% during 2002 and by 44.7%
during 2001. The increase in 2002 was largely due to higher sales of
engineered pumps for the petroleum and water markets due in part to
a higher backlog at the beginning of 2002. These improvements were
partially offset by a lower volume of industrial pumps and service sales
to the chemical, power and general industrial markets. The declines in
sales to the chemical, power and general industrial sectors were gener-
ally due to a lower level of profitability and capacity utilization by the
customers. These factors lead to reduced demand as well as some

deferred spending by these customers.
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The sales increase in 2001 was due to full year inclusion of the IDP
acquisition. The slight decrease during 2001 compared with 2000 pro
forma sales, including IDP, generally resulted from weakness in the U.S.
economy which impacted quick turnaround sales of industrial pumps
to the chemical and general industrial businesses, unfavorable currency
and divestiture of product lines pursuant to the IDP acquisition.

EPD operating income, before special items, decreased 6.7% in
2002, compared with a 61.1% increase in 2001. Operating income in
2002 benefited by $14.0 million from the implementation of SFAS No.
141 and No. 142, but decreased overall due to declines in quick turn-
around chemical, power and general industrial businesses, which his-
torically are more profitable than the engineered pump projects. In
addition, unfavorable manufacturing burden variances impacted
results due to lower production volumes and reductions in finished
goods inventory in the facilities that manufacture pumps for the
chemical, power and general industrial sectors. The reported and pro
forma operating income, before special items, increases in 2001 from
2000 primarily resulted from the synergy savings realized from the
IDP integration activities, which included the reduction of overlap-
ping sales coverage and the closure and significant downsizing of a

number of pump plants.

Flow Solutions Division

{In millions of dollars) 2002 2001 2000
Sales $350.7 $328.0 $327.4
Operating income 64.7 51.5 46.6

Operating income
as a percentage of sales 18.4% 15.7% 14.2%

Sales of seals for the Flow Solutions Division {FSD) increased by
6.9% in 2002, compared with a 0.2% increase in 2001. The 2002
increase, despite generally weakened market conditions, reflects the
division’s emphasis on end user business and its success in establishing
customer alliances including longer term fixed fee agreements. The
Company believes that this emphasis combined with a focus on cus-
tomer responsiveness has contributed to an increase in market share.

Sales for 2001 compared with 2000 were relatively flat as unfavor-
able currency translation effects associated with the Euro offset sales
volume increases.

FSD operating income increased 25.6% in 2002 compared with an
increase of 10.5% in 2001. The improvement reflects the benefit of
higher sales and the impact of continuous improvement process pro-
jects in both years. Additionally, increases in plant efficiencies resulted
from the bringing in-house of previously outsourced production at
generally only variable cost. Operating income in 2002 benefited by
$1.2 million from the implementation of SFAS No. 141 and No. 142.

Operating income as a percentage of sales increased sequentially over
the past three years, reflecting the full year inclusion of the continuous
improvement process initiatives and the benefit of the restructuring of
the North American seal business, which resulted in the closure of a

major North American facility and increased capacity in Mexico.

Flow Control Division

(In millions of dollars) 2002 2001 2000
Sales $726.4 $451.5 $440.1
Pro forma sales,

including IFC 883.7 976.2 n/a"
Operating income

(before special items) 48.4 39.2 39.7

Pro forma operating income

(before special items)

including IFC 65.3 119.1 n/a'
Operating income

{before special items)

as a percentage of sales 6.7% 8.7% 9.0%

(1) Pro forma information related to IFC for 2000 is not available or required.

Sales of valves and related products and services for the Flow
Control Division (FCD) increased by 60.9% in 2002 primarily due to
the acquisition of IFC, compared with a 2.6% increase in 2001. On a
pro forma basis for 2002, including IFC, sales decreased 9.5% due to
decreased customer demand for valve products and services in the
chemical, power and general industrial sectors. Sales in 2001 increased
slightly over 2000 primarily due to increased service opportunities
despite the impact of unfavorable currency translation and the slow-
down in quick turnaround manual valve sales during the second half
of 2001.

FCD operating income, before special items, during 2002 increased
10.2%, compared with a 1.3% decrease in 2001. Operating income,
before special items, in 2002 benefited by $4.4 million from the imple-
mentation of SFAS No. 141 and No. 142. The decline in operating
results on a pro forma basis reflects weak conditions in the chemical,
power and general industrial markets, as well as lower production
throughput due to lower sales volume combined with a reduction of
finished goods inventories, which resulted in unfavorable manufacturing
absorption variances. The decline in operating income, before special

items, in 2001 from 2000 reflects a less profitable product mix.
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ConsoLIDATED REsSULTS

Gross profit increased 11.5% to $685.5 million in 2002, compared
with $614.6 million in 2001 reflecting the 2002 acquisition of IFC.
The gross profit margin was 30.5% for 2002, compared with 32.0% for
2001. On a pro forma basis for 2002 and 2001, including IFC, gross
profit was $738.3 million and $794.7 million, which yielded gross
profit margins of 30.7% and 32.5%, respectively. Gross profit margin
was negatively impacted by an unfavorable product mix of higher sales
volumes of lower margin project business and a lower mix of histori-
cally more profitable quick turnaround business, including lower vol-
umes of chemical and industrial pumps, industrial valves and service
related activities. In addition, gross profit was adversely impacted by
unfavorable manufacturing absorption variances, which were attribut-
able to lower production throughput due to lower sales volumes and
efforts to reduce finished goods inventories at the facilities that manu-
facture products for the chemical and general industrial markets.
Gross profit and related margin were also impacted in 2002 by a nega-
tive $5.2 million purchase accounting adjustment associated with the
required write-up and subsequent sale of inventory resulting from the
acquisition of IFC. Implementing SFAS No. 141 and No. 142 improved
gross profit by $1.4 million for 2002.

Gross profit increased by 21.2% in 2001 from 2000. The improve-
ment primarily resulted from the full year impact of the IDP acquisi-
tion and IDP manufacturing integration synergies that resulted from
closing or significantly downsizing a number of pump manufacturing
facilities and a number of service and repair facilities. The benefits
were partially offset by a less profitable product mix of chemical
process pumps, manual valves and service which was caused by a
slowdown in the quick turnaround business.

Selling, general and administrative expense was $476.9 million in
2002, $410.6 million in 2001 and $360.3 million in 2000. The increase
in 2002 primarily reflects the impact of the IFC acquisition offset in
part by the $18.3 million benefit of implementing SFAS No. 141 and
No. 142. As a percentage of sales, selling, general and administrative
expense was 21.2% compared with 21.4% in 2001. Selling, general and
administrative expense in 2002 and 2001 on a pro forma basis, includ-
ing IFC, was $512.8 million and $517.7 million, which represented
21.3% and 21.2% of such amounts as a percentage of pro forma sales.
The 200 basis-point decrease in the 2001 percentages from the 2000
percentages is generally due to IDP integration savings, resulting from
sales force reductions, the IDP headquarters closure, and a reduction
in incentive compensation due to lower than planned performance
and other cost reduction initiatives.

Operating income of $188.1 million increased 32.3% in 2002 from

$142.2 million in 2001. The increase in operating income reflects the
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IFC acquisition, the benefit of SFAS No. 141 and No. 142 and reduced
integration expenses. Operating income benefited by $19.7 million in
2002 from the implementation of SFAS No. 141 and No. 142. These
benefits were offset in part by market related factors including a less
favorable product mix resulting in lower demand for products and
services for the chemical, power and general industrial markets.
Additionally, unfavorable absorption variances from the lower volume
and reduction in finished goods inventories negatively impacted
operating income. On a pro forma basis for 2002 and 2001, including
IFC, operating income was $203.1 million and $202.6 million, or 8.4%
and 8.3%, respectively, as a percentage of sales. Operating income
improved 54.4% in 2001 from 2000 reflecting the synergy benefits from
the IDP acquisition. Operating income in 2001 reflected the full year
benefits of the IDP acquisition as well as its related synergy benefits.

Restructuring expense of $4.3 million and integration expense of
$16.2 million were recognized in 2002 related to the integration of IFC
into the Flow Control Division. Restructuring expense represents
severance and other exit costs directly related to Flowserve facility
closures and reductions in work force. Integration expense represents
period costs associated with acquisition-related reorganizations such as
relocation of product lines from closed to receiving facilities, realign-
ment of receiving facilities, performance and retention bonuses, idle
manufacturing costs, costs related to the integration team and asset
impairments. Integration expense of $63.0 million in 2001 and $35.2
million in 2000 related to the integration of IDP into the Flowserve
Pump Division. See the section titled Restructuring and Acquisition
Related Charges in this Management’s Discussion and Analysis for fur-
ther discussion of restructuring and integration expense.

Net interest expense declined 21.3% to $92.9 million in 2002, com-
pared with $118.1 million in 2001 and $70.3 miliion in 2000. The
reduction of net interest expense in 2002 resulted from lower debt lev-
els associated with the repayment of one-third of the then outstanding
Senior Subordinated Notes in the fourth quarter of 2001 with proceeds
from a sale of the Company’s common shares, lower borrowing spreads
associated with the renegotiation of the Company’s revolving credit
facility and lower interest rates on the Company’s variable rate debt.
Approximately 65% of the Company’s debt was variable rate debt at
December 31, 2002. Interest expense declined despite approximately
$274 million of incremental borrowings associated with the IFC acqui-
sition due to lower interest rates and $234 million of debt repayments
during the year. Increased interest expense in 2001 from 2000 reflected
a full year of interest costs associated with the financing of the IDP
acquisition partially offset by the benefit of lower interest rates on the

Company’s variable rate debt.
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The Company’s effective tax rate for 2002 was 34.4%, compared
with 36.2% in 2001 and 34.0% in 2000. The reduction primarily
reflects the elimination of goodwill amortization, resulting from the
implementation of SFAS No. 141 and No. 142, which was not
deductible for income tax purposes. The increase in 2001 from 2000
reflects IDP’s mix of business conducted in foreign taxing jurisdictions
with higher tax rates. The effective tax rate is based upon historical
and current earnings, and on estimates of future taxable earnings for
each domestic and international location as well as the estimated
impact of tax planning strategies. Changes in any of these and other
factors could impact the tax rate in future periods.

During 2002, the Company recognized extraordinary expenses of
$7.4 million, net of tax, or $0.14 per share compared with $17.9 mil-
lion or $0.46 per share for 2001. These expenses relate to the write-off
of unamortized prepaid financing fees and other related fees resulting
from the debt amendments required pursuant to the IFC acquisition
during the second quarter and from the optional debt repayments
during the third and fourth quarters of 2002. The 2001 extraordinary
item related to the prepayment premium, other direct costs and write
off of unamortized prepaid financing fees and discount as a result of
the early extinguishments of $133 million of 12.25% Senior
Subordinated Notes, using proceeds from a sale of the Company’s
common shares. In 2000, the Company recognized a net of tax extra-
ordinary expense which totaled $2.1 million or $0.05 per share, related
to the prepayment of its outstanding indebtedness which was required

as part of the financing to acquire IDP.

EARNINGS PER SHARE

$(0.04) il

2001 2000

Net earnings increased in 2002 to $53.0 million, or $1.02 per share,
compared with a loss of $1.5 million (80.04 per share) in 2001 and earn-
ings of $13.2 million ($0.35 per share) in 2000. The improvement in
earnings in 2002 reflects the IFC acquisition, benefit of SFAS No. 141 and
No. 142 and reduced interest, integration and restructuring expenses.
The implementation of SFAS No. 141 and No. 142 resulted in an increase
of $14.3 million or $0.28 per share, to earnings in 2002. Special items in
2002 negatively impacted net earnings by $0.46 per share, including the
$0.14 per share extraordinary loss. Special items in 2001 negatively
impacted net earnings by $1.57 per share. Earnings in 2001 benefited
from IDP synergies. However, higher interest, integration costs and the
aforementioned extraordinary items more than offset those benefits.

Average diluted shares increased by 32.8% to 52.2 million for 2002,
compared with 39.3 million in 2001 and 37.8 million in 2000. The
2002 increase in shares reflects the average weighted impact from the
equity offering completed in April 2002 to finance the IFC acquisition
and the full year impact of the equity offering completed in November
2001, the proceeds of which were used to retire debt. The increase in
2001 compared with 2000 reflects the partial year impact from the
November 2001 equity offering.

Comprehensive income improved to $48.7 million from $(59.4)
million in 2001 and $(8.6) million in 2000. The 2002 improvement
reflects improved net earnings and a favorable foreign currency trans-
lation adjustment resulting from the strengthening of the Euro,
partially offset by declines in the value of pension plan assets. The
decrease in comprehensive income in 2001 from 2000 resulted from
decreased net earnings, increased minimum pension expense and
weakening of the Euro and Latin American currencies.

Operating results before special items and pro forma results should
not be considered an alternative to operating results calculated in

accordance with generally accepted accounting principles.

RESTRUCTURING AND ACQUISITION RELATED CHARGES

IFC AcquisiTioN

In conjunction with the IFC acquisition during 2002, the Company
initiated an integration program designed to reduce costs and eliminate
excess capacity by closing seven valve facilities and reducing sales and
related support personnel. The Company’s actions, approved and
committed to in 2002, are expected to result in a gross reduction of
approximately 921 positions and a net reduction of approximately 623
positions. Through December 31, 2002, 442 gross positions and 268 net
positions had been eliminated pursuant to the program. Net run rate
cost savings associated with the integration program were $12 million
at December 31, 2002 and are expected to increase to up to $20

million annually when the program is fully complete.
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Concurrent with the acquisition, the Company established a
restructuring reserve of $11.0 million in the second quarter of 2002,
and increased the reserve by $2.8 million and $6.8 million in the third
and fourth quarters of 2002 for this program. The Company expects
to pay for the majority of the remaining reductions and closures in
2003. Costs associated with the closure of Flowserve facilities of $4.3
million in 2002 have been recognized as a restructuring expense in the
statement of operations. The Company also recognized a restructuring
reserve consisting of $16.3 million of costs and related deferred taxes
of $5.1 million. Such costs related to the closure of IFC facilities
became part of the purchase price allocation of the transaction. The
effect of these closure costs increased the amount of goodwill other-
wise recognizable as a result of the IFC acquisition.

The following illustrates activity related to the IFC restructuring

reserve:

Other Exit

(Amounts in thousands) Severance Costs Total
Balance created on

June 5, 2002 $ 6,880 $4,160 $11,040
Additional accruals 6,396 2,736 9,632
Cash expenditures (3,037) (1,241) (4,278)
Balance at

December 31, 2002 $10,739 $5,655 $16,394

During 2002, the Company also incurred integration expense in con-

junction with this program, which is summarized below:

(Amounts in millions) December 31, 2002

Cash expense $15.1
Non-cash expense 1.1
Total expense $16.2

Additional restructuring and integration expense related to the [FC
acquisition are expected in subsequent periods. The impact of addi-
tional restructuring activities will be recorded as obligations are
incurred under these programs. Total restructuring and integration
costs are expected to be approximately three times annual run rate

integration savings.

IDP AcquisiTion

In August 2000, in conjunction with the acquisition of Ingersoll-
Dresser Pump Company (IDP), the Company initiated a restructuring
program designed to reduce costs and to eliminate excess capacity by

consolidating facilities.

The Company recognized $65 million in restructuring cost,
comprised of approximately $42 million related to the IDP operations
acquired and $23 million related to Flowserve operations. The
$42 million related to IDP operations, reduced by deferred tax effects of
$16 million, resulted in recognition of $26 million of incremental good-
will. The $23 million related to Flowserve operations was recognized as
restructuring expense in the consolidated statement of operations.

The following illustrates activity related to the IDP restructuring

reserve:

Other Exit

(Amounts in thousands) Severance Costs Total
Balance at

August 16, 2000 $45,980 $14,832 $ 60,812
Cash expenditures (18,645) (2,434) (21,079)
Net non-cash reduction (8,849) - (8,849)
Balance at

December 31, 2000 18,486 12,398 30,884
Cash expenditures (13,267) (6,712) (19,979)
Net non-cash reduction (2,817) (2,567) (5,384)
Balance at

December 31, 2001 2,402 3,119 5,521
Cash expenditures (801) (1,046) (1,847)
Net non-cash reduction (1,601) (2,073) (3,674)
Balance at

December 31, 2002 $ - $ - $ -

During 2001 and 2000, the Company also incurred integration
expense of $63.0 million and $35.2 million, respectively, associated
with the IDP acquisition. The non-cash reductions to the reserve
generally relate to reclassifications to retirement benefit obligations
and other liabilities, offset by increases to the reserve for changes in
estimated restructuring costs. The Company completed its integration
and restructuring activities in 2001 and the majority of the expenditures
were completed as of December 31, 2002.

The restructuring and integration activities associated with the
IDP acquisition resulted in the elimination of approximately 1,100
net positions and have resulted in approximately $90 million of annual

run rate savings.

LIQUIDITY AND CAPITAL RESOURCES

CasH FLow ANALYSIS
Cash generated by operations and borrowings available under the
Company’s existing revolving credit facility are its primary sources of

short-term liquidity. Cash flows provided by operating activities in
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2002 were $248.9 million, reflecting an improvement of $296.8 mil-
lion compared with a use of funds of $47.9 million in 2001 and cash
provided of $18.4 million in 2000. The Company’s cash balance at
December 31, 2002 was $49.3 million, an increase of $27.8 million
from year-end 2001.

The improved operating cash flow in 2002 reflects higher earnings
due to lower interest expense, lower acquisition-related integration
and restructuring costs and improved working capital utilization in
2002 compared with the prior year. In particular, reductions in
accounts receivable generated $76.5 million of operating cash flow in
2002, which included a $20 million benefit of foreign factoring
programs. As a result of reductions in accounts receivable, days’ sales
outstanding at December 31, 2002 improved to 71 days compared
with 76 days at December 31, 2001. Inventory reductions, primarily
finished goods, generated $22.5 million of cash during 2002. Also, cash
flows from operations in 2002 benefited from a $23 million tax refund
related to the utilization of net operating loss carrybacks enabled by
recently enacted tax law amendments in the United States.

Cash flows from operating activities for 2001 were significantly
below 2000 cash flows, generally due to payments associated with the
IDP integration program, including restructuring and integration
payments, higher interest payments attributable to the August 2000
acquisition of IDP and increases in working capital. The primary rea-
sons for the increase in working capital were an increase in inventories
in support of backlog for future shipments and increased finished
goods safety stock to meet customer deliveries during the integration
process and during a systems conversion at a valve plant. At December
31, 2001, the Company had drawn $70.0 million of revolving credit
primarily to fund integration activities and increases in working capi-
tal. The Company estimates that cash flows from operating activities
would have provided approximately $6 million in 2001 if not for
funding the costs of the restructuring activities, integration of IDP
and the extraordinary items.

The Company believes cash flows from operating activities com-
bined with availability under its existing revolving credit agreement
will be sufficient to enable the Company to meet its cash flow needs
for the next 12 months. However, cash flows from operations could be
adversely affected by economic, political and other risks associated
with sales of the Company’s products, operational factors, competi-
tion, fluctuations in foreign exchange rates and fluctuations in interest
rates, among other factors.

During 2002, the Company also generated $16.9 million of cash
flow related to exercise of employee stock options, which are reflected

in financing activities of the consolidated statement of cash flows.

Although no contributions were required in 2002, the Company
expects to contribute at least $16.8 million and up to $47.7 million
into its domestic pension plan funds during 2003. The funding is
required primarily as a result of the decline in the value of the pension
plan assets due to negative market returns over the past two years and
an increase in the number of plan participants primarily due to the
IDP and IFC acquisitions. The amount of funding during 2003 will be
dependent upon the desired funding status, pension asset returns and

the Company’s results of operations and cash flows during 2003.

PAYMENTS FOR ACQUISITIONS

On May 2, 2002, the Company completed its acquisition of Invensys
plc’s flow control division (IFC) for an aggregate purchase price of
$535 million subject to adjustment pursuant to the terms of the pur-
chase and sale agreement. By acquiring IFC, one of the world’s fore-
most manufacturers of valves, actuators and associated flow control
products, Flowserve believes that it is the world’s second largest manu-
facturer of valves. The Company financed the acquisition and associ-
ated transaction costs by issuing 9.2 million shares of common stock
in April 2002 for net proceeds of approximately $276 million and
through new borrowings under its senior secured credit facilities.

The purchase price has been allocated to assets acquired and liabil-
ities assumed based on estimated fair value at the date of the acquisi-
tion. These allocations include $45.3 million for amortized intangi-
bles, $28.4 million of indefinite lived intangible assets and $288.9 mil-
lion recorded as goodwill.

The purchase price allocation for the IFC acquisition may require
further refinements pursuant to the terms of the purchase and sale
agreement. The Company is awaiting finalization of the beginning
balance sheet including related deferred taxes, which the Company
expects to finalize during the second quarter of 2003. The operating
results of IFC have been included in the consolidated statements of
operations from May 2, 2002, the date of acquisition.

The Company regularly evaluates acquisition opportunities of
various sizes. The cost and terms of any financing to be raised in
conjunction with any acquisition is a critical consideration in any

such evaluation.

35




EFIowserve Corporation

Getting Ready to

MANAGEMERNT’S DISCUSSION AND ANALYSIS (CONTINUED)

CapPiTaL EXPENDITURES

(In millions of dollars)

2002 2000

Capital expenditures were $30.9 million in 2002, compared with
$35.2 million in 2001 and $27.8 million in 2000. Capital expenditures
were funded primarily by operating cash flows and bank borrowings.
For each of the three years, capital expenditures were invested in new
and replacement machinery and equipment, information technology
and acquisition integration activities including structures and equip-
ment required at receiving facilities. Cash proceeds from the disposal
of fixed assets were $8.7 million in both 2002 and 2001 compared with
$5.4 million in 2000. These disposals relate primarily to the sale of
facilities and equipment that became obsolete as a result of the

Company’s acquisition integration-related programs.

FINANCING

Debt, including capital lease obligations, consisted of:

Maturities of debt, including capital lease obligations, for the next

five years and beyond are:

Senior Capital
(Amounts in Term Subordinated Lease &
thousands) Loans Notes Other Total
2003 $ 38,564 $ - $ 46 $ 38610
2004 81,176 - 172 81,348
2005 86,365 - - 86,365
2006 63,196 - - 63,196
2007 83,641 - - 83,641
Thereafter 486,796 253,988 414 741,198
Total $839,738 $253,988 $632 $1,094,358

December 31,

(Amounts in thousands) 2002 2001
Term Loan Tranche A, interest

rate of 3.94% and 5.19% (Euro)

in 2002 and 4.69%, 4.88% and

5.06% in 2001 $ 259,265 $ 257,078
Term Loan Tranche B, interest

rate of 5.63% and 5.81% in 2001 - 469,842
Term Loan Tranche C, interest rate

of 4.19% in 2002 580,473 -
Senior Subordinated Notes,

interest rate of 12.25% 253,988 243,370
Revolving credit agreement,

interest rate of 3.94% in 2002

and 4.69% in 2001 - 70,000
Capital lease obligations and other 632 455

1,094,358 $1,040,745

Less amounts due within one year 38,610 44,523
Total debt due after one year $1,055,748 $ 996,222
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Senior Credit Facilities
During the second quarter of 2002, in connection with the IFC acqui-
sition, the Company amended and restated its senior credit facilities,
to provide for:
an incremental Tranche A term loan in an aggregate principal
amount of $95.3 million; and,
a new Tranche C term loan facility of $700 million, to be used to
repay all of the existing Tranche B term loan facility of $468.8 mil-
lion, repay $11.3 million of the existing Tranche A term loan, reduce
the then outstanding balance on the revolving credit facility by $40
million, and provide funds to be used to finance the IFC acquisition.

As part of the amended and restated senior credit facility, several
covenants were modified, including various financial ratios, interest
rates were adjusted and other terms of the facility were changed
primarily to allow for the IFC acquisition. The senior credit facilities
are collateralized by substantially all of the Company’s domestic assets
and a pledge of 65% of the stock of the foreign subsidiaries.

The term loans require scheduled principal payments, which began
on June 30, 2001 for the Tranche A loan and on December 31, 2002 for
the Tranche C loan. The Tranche A and Tranche C loans have
ultimate maturities of June 2006 and June 2009, respectively. The term
loans bear floating interest rates based on LIBOR plus a borrowing
spread, or the prime rate plus a borrowing spread, at the option of the
Company. The borrowing spread for the senior credit facilities can
increase or decrease based on the leverage ratio as defined in the credit
facility agreement and on the Company’s public debt ratings. In 2002,
the Company made $33.8 million of mandatory and $170.0 million of
optional principal repayments on the term loans. Combined with a
net reduction in its revolving credit line of $30 million, the Company

made aggregate debt payments of $233.8 million in 2002,
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As a result of the $170.0 million of optional debt prepayments
during 2002, previously paid deferred financing fees were written off
and recognized as an extraordinary loss of $1.1 million, after tax

consideration, summarized as follows:

3rd 4th
(Amounts in millions) Quarter Quarter Total
Optional prepayment $70.0 $100.0 $170.0
Extraordinary loss (net of tax) 0.5 0.6 1.1

(1) does not include the $6.3 million extraordinary loss associated with repayment of
Tranche B during the second quarter of 2002, which vields total extraordinary losses
of $7.4 million.

Under the senior credit facilities, the Company also has a $300 million
revolving credit facility that expires in June 2006. The revolving credit
facility also allows the Company to issue up to $200 million in letters
of credit. As of December 31, 2002, there were no amounts outstanding
under the revolving credit facility, however, $51.8 million of letters of
credit had been issued under the facility, which reduced borrowing
capacity of the facility to $248.2 million,

The Company is required, under certain circumstances as defined
in the credit facility, to use a percentage of excess cash generated from
operations to reduce the outstanding principal of the term loans in the
following year. Because of the optional prepayments in 2002, no addi-

tional principal payments are due in 2003 under this provision.

Senior Subordinated Notes

At December 31, 2002, the Company had $188.5 million and EUR 65
million (equivalent to $68 million) in face value of Senior
Subordinated Notes outstanding. These notes were issued during 2000
by the Company and its Dutch subsidiary, Flowserve Finance B.V. At
the date of issuance, the Senior Subordinated Notes, due in August
2010, resulted in proceeds of $285.9 million (U.S. dollar Notes) or
$290.0 million face amount less discount of $4.1 million and EUR
98.6 million (Euro Notes) or EUR 100 million face amount less dis-
count of EUR 1.4 million, which then equated to $89.2 million. The
U.S. dollar Notes and the Euro Notes are general unsecured obliga-
tions of the Company and of Flowserve Finance B.V., respectively, sub-
ordinated in right of payment to all existing and future senior indebt-
edness of the Company and of Flowserve Finance B.V.,, respectively,
and guaranteed on a full, unconditional, joint and several basis by the
Company’s wholly-owned domestic subsidiaries and, in the case of the

Euro Notes, by the Company.

The Senior Subordinated Notes were originally issued at a discount
to yield 12.5%, but bear interest at 12.25%. Approximately one-third
of these Senior Subordinated Notes were repurchased at a premium in
2001 utilizing proceeds of an equity offering. Beginning in August
2005, all remaining Senior Subordinated Notes outstanding become
callable by the Company at 106.125% of face value. Interest on the

Notes is payable semi-annually in February and August.

Common Stock Offerings

During 2002, the Company completed an offering of 9.2 million
shares, which generated approximately $276 million of net proceeds.
These proceeds were used to partially fund the IFC acquisition and to
make additional repayments of the Company’s borrowings under the
senior credit facility.

During 2001, the Company completed an offering of approximately
6.9 million shares of its common stock for net proceeds of approximately
$154 million, which were used to:

prepay $101.5 million of the U.S. dollar tranche of the Senior

Subordinated Notes;

+ prepay EUR 35 million ($31 million) of the Euro tranche of the

Senior Subordinated Notes; and

*  pay associated prepayment premiums and other direct costs.

During 2001, the Company recorded an extraordinary item of
$17.9 million, net of $7.1 million of tax, which represented the sum of
the prepayment premiums, other direct costs, and the write-off of
unamortized prepaid financing fees and discount for the portion of

the Notes that was prepaid.

Debt Covenants and Other Matters

In 2000, the Company recorded an extraordinary item of $2.1 million,
which is net of tax of $1.2 million, for prepayment premiums and the
write-off of prepaid financing fees associated with the prepayment of

certain long-term debt.
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The provisions of the Company’s senior credit facilities require it
to meet or exceed specified defined financial covenants, including a
leverage ratio, an interest coverage ratio, and a fixed charge coverage
ratio. Further, the provisions of these and other debt agreements
generally limit or restrict indebtedness, liens, sale and leaseback trans-
actions, asset sales, and payment of dividends, capital expenditures,
and other activities. As of December 31, 2002, the Company was
in compliance with all covenants under its debt facilities, as
illustrated below:
+ an actual leverage ratio of 3.54 compared with a permitted
maximum of 4.0;
 an actual interest coverage ratio of 3.24 compared with a permitted
minimum of 2.25; and
+ an actual fixed charge ratio of 1.62 compared with a required

minimum of 1.1,

During 2003, the maximum permitted leverage ratio declines to 3.75
at June 30 and 3.5 at December 31. In addition, the minimum permitted
Interest coverage ratio increases to 3.0 in September 2003.

While the Company expects to continue to comply with such
covenants in the future, there can be no assurance that it will do so. The

following is a summary of net debt to capital at various dates since 2000:

December 31, 2002 58.0%
September 30, 2002 60.5%
June 30, 2002 61.1%
March 31, 2002 70.0%
December 31,2001 71.3%
December 31, 2000 78.1%

The net debt to capital ratio decreased due to the impact of the
common stock offerings, repayments of term loans and revolving
credit borrowings and increases in shareholders’ equity resulting from
improved earnings.

Although the ratio has improved over the past year, the Company
has significant levels of indebtedness relative to shareholders” equity.
While this ratio is not necessarily indicative of the Company’s ability
to raise funds, its level of indebtedness may increase its vulnerability to
adverse economic and industry conditions, may require it to dedicate
a substantial portion of cash flow from operating activities to payments
on the indebtedness and could limit its ability to borrow additional
funds and/or raise additional capital. While the TFC acquisition
increased the absolute level of indebtedness, the Company believes
that its ability to service its debt, as measured by various ratios, has

improved due to IFC’s level of earnings and cash flow generation.
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CONTRACTUAL OBLIGATIONS AND COMMERCIAL COMMITMENTS
The following table presents a summary of the Company’s contractual
obligations at December 31, 2002:

Payments Due By Period

Within 1-3 4-5 Beyond

{Amounts in millions) 1 Year Years Years 5 Years Total
Long-term debt

and capital lease

obligations $38.6  $167.7 $146.9 $741.2  $1,094.4
Operating leases 20.6 25.0 10.3 4.6 60.5
Unconditional

purchase

obligations - - - - -

Other contractual
obligations - - -~ = -

The following table presents a summary of the Company’s com-

mercial commitments at December 31, 2002:

Commitment Expiration By Period

Within 1-3 4-5 Beyond
{Amounts in millions) 1 Year Years Years 5 Years Total
Standby letters of
credit $149.0 $ - $ - $ - $149.0
Surety bonds 63.0 3.1 12.7 1.1 79.9

Other commercial
commitments - - - - —-

The Company expects to satisfy these commitments through its

performance under its contracts.

PENSION AND POSTRETIREMENT BENEFITS OBLIGATIONS

The Company sponsors several defined benefit pension plans and
postretirement health care plans. The Company’s recorded liability for
these plans was $272.9 million at December 31, 2002, $146.8 million
at December 31, 2001 and $122.2 million at December 31, 2000.
Determination of the value of the pension and postretirement benefits
liabilities is based on actuarial valuations. Inherent in these valuations
are key assumptions including discount rates, market value of plan
assets, life expectancy, expected return on plan assets and assumed rate
of increase in wages ot in health care costs. Current market condi-
tions, including changes in rates of returns, interest rates and medical
inflation rates are considered in selecting these assumptions. Changes
in the related pension and postretirement benefit costs may occur in
the future due to changes in the assumptions used and changes result-

ing from fluctuations in the Company’s related headcount. The
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Company expects to fund contributions to the plans from operating cash
flows. As a result of weak market performance of pension plan assets in
2002 and 2001 and increased employees participating in the Company’s
plans, the Company increased its minimum pension liability by $42.9
million during 2002 and $16.2 million in 2001, net of tax effects.
Additionally, the Company expects to contribute a minimum of $16.8

million up to $47.7 million in to its domestic pension plans during 2003.

MARKET RISKS ASSOCIATED WITH FINANCIAL INSTRUMENTS
The Company has market risk exposure arising from changes in inter-
est rates and foreign currency exchange rate movements.

The Company’s earnings are impacted by changes in short-term
interest rates as a result of borrowings under its credit facility, which
bear interest based on floating rates. At December 31, 2002, after the
effect of interest rate swaps, the Company had approximately $714.7
million of variable rate debt obligations outstanding with a weighted
average interest rate of 4.13%. A hypothetical change of 100-basis
points in the interest rate for these borrowings, assuming constant
variable rate debt levels, would have changed interest expense by
approximately $7.1 million for 2002.

The Company is exposed to credit-related losses in the event of non-
performance by counterparties to financial instruments including inter-
est rate swaps, but it expects all counterparties to meet their obligations
given their creditworthiness. As of December 31, 2002, the Company
had $125.0 million of notional amount in outstanding interest rate
swaps with third parties with maturities through November 2006.

The Company employs a foreign currency hedging strategy to
minimize potential losses in earnings or cash flows from unfavorable
foreign currency exchange rate movements. These strategies also mini-
mize potential gains from favorable exchange rate movements. Foreign
currency exposures arise from transactions, including firm commit-
ments and anticipated transactions, denominated in a currency other
than an entity’s functional currency and from foreign-denominated
revenues and profits translated back into U.S. dollars. Based on a sen-
sitivity analysis at December 31, 2002, a 10% adverse change in the
foreign currency exchange rates could impact the Company’s results of
operations by $4.8 million. The primary currencies to which the
Company has exposure are the Euro, British pound, Canadian dollar,
Mexican peso, Japanese yen, Singapore dollar, Brazilian real,
Australian dollar, Argentinean peso and Venezuelan bolivar.

Exposures are hedged primarily with foreign currency forward con-
tracts that generally have maturity dates less than one year. Company
policy allows foreign currency coverage only for identifiable foreign
currency exposures and, therefore, the Company does not enter into

foreign currency contracts for trading purposes where the objective

would be to generate profits. As of December 31, 2002, the Company
had an U.S. dollar equivalent of $48.6 million in outstanding forward
contracts with third parties compared with $69.4 million in 2001 and
$103.9 million in 2000.

Generally, the Company views its investments in foreign sub-
sidiaries from a long-term perspective, and therefore, does not hedge
these investments. The Company uses capital structuring techniques
to manage its investment in foreign subsidiaries as deemed necessary.

The Company incurred foreign currency translation gains (losses)
of $38.8 million in 2002, $(37.6) million in 2001 and $(20.7) million in
2000. The currency gains in 2002 reflect strengthening of the Euro versus
the U.S. dollar, partially offset by weakening of the Argentinean peso,
Brazilian real, and Venezuelan bolivar. The currency loses in 2001 and
2000 were the result of a general strengthening of the U.S. dollar versus

the Euro and other currencies of the Company’s foreign subsidiaries.

EURC CONVERSION

On January 1, 2002, Euro-denominated bills and coins were issued and
11 European Union member states (Germany, France, The
Netherlands, Austria, Italy, Spain, Finland, Ireland, Belgium, Portugal
and Luxembourg) adopted the Euro as their common national currency.
After July 1, 2002, only the Euro is accepted as legal currency tender.
The Company’s financial condition, results of operations and cash

flows were not materially impacted by the Euro conversion.
CONTROLS AND PROCEDURES

DiscLoSURE CONTROLS AND PROCEDURES

The Company’s Chief Executive Officer (CEO) and Chief Financial
Officer (CFO) have evaluated the effectiveness of the design and opera-
tion of the Company’s disclosure controls and procedures, as required
by the rules of the Securities and Exchange Commission, within
90 days of the filing date of this report and have determined that such
controls and procedures effectively alert them to material information
relating to the Company and its consolidated subsidiaries that is

required to be included in the Company’s periodic public filings.

INTERNAL CONTROLS

The Company’s CEO and CFQ have primary responsibility for the
accuracy of the financial information that is presented in this report.
To satisfy their responsibility for financial reporting, they have estab-
lished internal controls and procedures which they believe are ade-
quate to provide reasonable assurance that the Company’s assets are
protected from loss. These internal controls are reviewed by the

Company’s management in order to ensure compliance and by the
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independent accountants to determine the nature, timing and extent
of their audit work. In addition, the Company’s Audit/Finance
Committee, which is composed entirely of outside directors, meets
regularly with management and the independent accountants to
review accounting, auditing and financial matters. The Audit/Finance
Committee and the independent accountants have free access to each
other, with or without management being present.

There have been no significant changes in the Company’s internal
controls or in other factors that could significantly affect internal
controls subsequent to the date of the CEO’s and CFO’s most recent
evaluation. Additionally, there have been no corrective actions
required with regard to significant deficiencies or material weaknesses
of internal controls.

The Company has an established code of ethics. The CEO, CFO
and all senior financial managers have signed statements indicating

their acknowledgement of and compliance with the code.

ACCOUNTING DEVELOPMENTS

PRONOUNCEMENTS [MPLEMENTED

As previously discussed, the Company adopted effective January 1,
2002 Statement of Financial Accounting Standards (SFAS) No. 141
and SFAS No. 142 issued by the Financial Accounting Standards Board
(FASB). The adoption of these pronouncements requires the
Company to account for all future business combinations under the
purchase method of accounting. Also, the Company ceased amortizing
goodwill and indefinite-lived intangible assets. These assets are now
subject to periodic impairment analysis. During 2002, the Company
performed impairment analyses in the second and fourth quarters
wherein no impairment was determined to exist.

In October 2001, the FASB issued SFAS No. 144, “Accounting for
the Impairment or Disposal of Long-Lived Assets”. SFAS No. 144
addresses significant issues relating to the implementation of SFAS
No. 121, “Accounting for the Impairment of Long-Lived Assets and for
Long-Lived Assets To Be Disposed Of,” and develops a single account-
ing model, based on the framework established in SFAS No. 121 for
long-lived assets to be disposed of by sale whether such assets are or
are not deemed to be a business. SFAS No. 144 also modifies the
accounting and disclosure rules for discontinued operations. The
Company adopted SFAS No. 144 on January 1, 2002, which resulted in
no material effect on the financial statements.

In December 2002, the FASB issued SFAS No. 148, “Accounting for
Stock-Based Compensation”, which became effective for the Company
upon its issuance. SFAS No. 148 provides three transition options for

companies that account for stock-based compensation, such as stock
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options, under the intrinsic-value method to convert to the fair value
method. SFAS No. 148 also revised the prominence and character of the
disclosures related to companies’ stock-based compensation. In
complying with the new reporting requirements of SFAS No. 148, the
Company elected to continue using the intrinsic-value method to
account for qualifying stock-based compensation, as permitted by SFAS
No. 148 for 2002. The Company has, however, included the disclosures
prescribed by SFAS No. 148 within the consolidated financial statements.
For 2003, the Company is evaluating whether to adopt a transition
option to expense stock-based compensation under the provisions of
SFAS No. 148.

During November 2002, the FASB issued FASB Interpretation (FIN)
No. 45, “Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others.”
FIN No. 45 generally requires a guarantor to recognize a liability for
obligations arising from guarantees. FIN No. 45 also requires new
disclosures for guarantees meeting certain criteria outlined in that
pronouncement. The disclosure requirements of FIN No. 45 are
effective for the Company at December 31, 2002 and have been imple-
mented as of that date. The recognition and measurement provisions
of FIN No. 45 are applicable on a prospective basis for guarantees
issued or modified after December 31, 2002.

In October 2002, the FASB issued SFAS No. 147, “Acquisitions of
Certain Financial Institutions”, which became effective for the
Company upon issuance. SFAS No. 147 does not have applicability to
the Company and therefore its implementation did not impact the

financial position or resuits of operations.

PRONOUNCEMENTS NOT YET IMPLEMENTED
In August 2001, the FASB issued SFAS No. 143, “Accounting for Asset
Retirement Obligations” SFAS No. 143 addresses financial accounting
and reporting for obligations associated with the retirement of tangi-
ble long-lived assets and the associated asset retirement costs.
Generally, this pronouncement requires companies to
recognize the fair value of liabilities for retiring their facilities at the
point that legal obligations associated with their retirement are
incurred, with an offsetting increase to the carrying value of the facility.
The expense associated with the retirement becomes a component of a
facility’s depreciation, which is recognized over its useful life.
Although SFAS No. 143 becomes effective for the Company on
January 1, 2003, the Company does not believe the adoption will have
a significant effect on its consolidated financial position or results of
operations due to limited abandonment and retirement obligations

associated with its facilities.
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In April 2002, the FASB issued SFAS No. 145, “Rescission of FASB
Statements No. 4, 44, and 64, Amendment of FASB Statement No. 13,
and Technical Corrections.” The most significant impact of SFAS 145
is to eliminate the requirement that gains and losses from the extin-
guishment of debt be classified as an extraordinary item unless these
items are infrequent and unusual in nature. SFAS 145 is effective for
the Company on January 1, 2003. Upon adoption of SFAS 145, the
Company will reclassify its previously reported extraordinary items,
which relate to early extinguishment of debt, as a component of earn-
ings before income taxes.

In July 2002, the FASB issued SFAS No. 146, “Accounting for Costs
Associated with Exit or Disposal Activities” SFAS No. 146 requires that
a liability for a cost associated with an exit or disposal activity be recog-
nized initially at fair value when the liability is incurred. Under current
accounting rules, costs to exit or dispose of an activity are generally
recognized at the date that the exit or disposal plan has been committed
to and communicated. SFAS No. 146 is effective for the Company on
January 1, 2003 and will be applied on a prospective basis.

During January 2003, the FASB issued FIN No. 46, “Consolidation
of Variable Interest Entities.” FIN No. 46 provides guidance for compa-
nies having ownership of variable interest entities, typically referred to
as special purpose entities, in determining whether to consolidate
such variable interest entities. FIN No. 46 has immediate applicability
for variable interest entities created after January 31, 2003 or interests
in variable interest entities obtained after that date. For interests in
variable interest entities obtained prior to February 1, 2003, FIN No.
46 becomes effective on July 1, 2003. The Company does not believe
the adoption will have a significant effect on its consolidated financial

position or results of operations.

FORWARD-LOOKING INFORMATION IS

SUBJECT TQ RISK ARD UNCERTAINTY
This Annual Report and other written reports and oral statements

made from time-to-time by the Company contain various forward-

looking statements and include assumptions about the Company’s

future financial and market conditions, operations and results.

These statements are based on current expectations and are subject

to significant risks and uncertainties. They are made pursuant to

safe harbor provisions of the Private Securities Litigation Reform

Act of 1995. Among the many factors that could cause actual results

to differ materially from the forward-looking statements are:

changes in the financial markets and the availability of capital;
changes in the already competitive environment for the
Company’s products or competitors’ responses to the
Company’s strategies;

the Company’s ability to integrate past and future acquisitions
into its management and operations;

political risks, military actions or trade embargoes affecting cus-
tomer markets, including the possibility of a war with Iraq and
its potential impact on Middle Eastern markets and global
petroleum producers;

the health of the petroleum, chemical, power and water industries;
economic conditions and the extent of economic growth in
areas inside and outside the United States;

unanticipated difficulties or costs associated with the implemen-
tation of systems, including software;

the Company’s relative geographical profitability and its impact
on the Company’s utilization of foreign tax credits;

the recognition of expenses associated with adjustments to
realign the combined Company and IFC facilities and other
capabilities with its strategic and business conditions, including,
without limitation, expenses incurred in restructuring the
Company’s operations to incorporate IFC facilities;

the Company’s ability to meet the financial covenants and other
requirements of its financing agreements;

repercussions from the terrorist attacks of September 11, 2001,
the threat of future attacks and the response of the United States
to those attacks;

technological developments in the Company’s products as com-
pared with those of its competitors;

changes in prevailing interest rates and the effective interest
costs which the Company bears; and

adverse changes in the regulatory climate and other legal obliga-
tions imposed on the Company.

The Company undertakes no obligation to publicly update or

revise any forward-looking statement as a result of new informa-

tion, future events or otherwise.
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CONSOLIDATED STATEMENTS OF CPERATIONS

Year ended December 31,

(Amounts in thousands, except per share data) 2002 2001 2000
Sales $2,251,331 $1,917,507 $ 1,538,293
Cost of sales 1,565,800 1,302,955 1,031,381
Gross profit 685,531 614,552 506,912
Selling, general and administrative expense 476,923 410,563 360,306
Integration expense 16,179 63,043 35,211
Restructuring expense 4,347 (1,208) 19,364
Operating income 188,082 142,154 92,031
Net interest expense 92,933 118,072 70,321
Other expense {income), net 3,079 (1,547) (1,474)
Earnings before income taxes 92,070 25,629 23,184
Provision for income taxes 31,674 9,275 7,876
Net earnings before extraordinary items 60,396 16,354 15,308
Extraordinary items, net of income taxes (7,371) (17,851) (2,067)
Net earnings (loss) $ 53,025 $  (1,497) $ 13,241
Earnings (loss) per share (basic and diluted):
Before extraordinary items $ 1.16 $ 0.42 $ 0.40
Extraordinary items, net of income taxes , (0.14) (0.46) (0.05)
Net earnings (loss) per share (basic and diluted) $ 1.02 $ (0.04) $ 0.35

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME/(LOSS)

Year ended December 31,

(Amounts in thousands) 2002 2001 2000
Net earnings (loss) $ 53,025 $  (1,497) $ 13,241
Other comprehensive income (expense):
Foreign currency translation adjustments 38,751 (37,560) (20,724)
Minimum pension liability effects, net of tax effects (42,947) (16,223) (1,149)
Cash flow hedging activity, net of tax effects:
Cumulative effect of change in accounting for hedging transactions - 840 -
Other hedging activity (161) (4,985) -
Other comprehensive expense (4,357) (57,928) (21,873)
Comprehensive income (loss) $ 48,668 $  (59,425) $ (8,632)

See accompanying notes to consolidated financial statements.
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CONSOLIDATED BALANCE SHEETS

December 31,

(Amounts in thousands, except per share data) 2002 2001
ASSETS
Current assets:
Cash and cash equivalents $ 49,293 $ 21,533
Accounts receivable, net 490,811 455,861
Inventories 431,243 347,591
Deferred taxes 26,460 36,316
Prepaid expenses 33,225 36,838
Total current assets 1,031,032 898,139
Property, plant and equipment, net 464,448 362,388
Goodwill 833,492 515,175
Other intangible assets, net 176,497 131,079
Other assets 102,196 145,194
Total assets $ 2,607,665 $ 2,051,975
LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
Accounts payable $ 230,603 $ 178,480
Accrued liabilities 222,797 193,768
Long-term debt due within one year 38,610 44,523
Total current liabilities 492,010 416,771
Long-term debt due after one year 1,055,748 996,222
Retirement benefits and other liabilities 304,217 227,963
Commitments and contingencies
Shareholders’ equity:
Serial preferred stock, $1.00 par value, 1,000 shares authorized, no shares issued - -
Common shares, $1.25 par value 72,018 60,518
Shares authorized — 120,000
Shares issued - 57,614 and 48,414
Capital in excess of par value 477,635 211,113
Retained earnings 409,023 355,998
958,676 627,629
Treasury stock, at cost — 2,794 and 3,622 shares (63,809) (82,718)
Deferred compensation obligation 7,332 8,260
Accumulated other comprehensive loss (146,509) (142,152)
Total shareholders’ equity 755,690 411,019
Total liabilities and shareholders’ equity $ 2,607,665 $ 2,051,975

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY

2002

(Amounts in thousands) Shares Shares Amount Shares Amount

COMMON SHARES
Beginning balance - January 1 48,414 41,484 $ 51,856 41,484 $ 51,856
Sale of common shares 9,200 6,930 8,662 - -
Ending balance — December 31 57,614 48,414 $ 60,518 41,484 $ 51,856

CAPITAL IN EXCESS OF PAR VALUE
Beginning balance - January 1 $ 211,113 $ 65,785

Stock activity under stock plans 90 (32)
Sale of common shares 264,032 145,360
Tax benefit associated with the

exercise of stock options 2,400 -
Ending balance — December 31 $ 477,635 $211,113 $ 65,785

RETAINED EARNINGS

Beginning balance — January 1 $ 355,998 $ 357,495 $ 344,254
Net earnings (loss) 53,025 (1,497) 13,241
Ending balance — December 31 $ 409,023 $355,998 $357,495

TREASURY STOCK

Beginning balance - January 1 (3,622) $ (82,718) (4,048) $ (92,545) (4,071) $ (93,448)
Stock activity under stock plans 761 17,260 502 11,389 49 1,244
Other activity 67 1,649 (76) (1,562) (26) (341)
Ending balance — December 31 (2,794) $ (63,809) (3,622) $ (82,718) (4,048) $ (92,545)

DEFERRED COMIPENSATION OBLIGATION

Beginning balance — January 1 $ 8,260 $ 6,544 $ -
Increases (decreases) to obligation (928) 1,716 6,544
Ending balance — December 31 $ 7,332 $ 8,260 $ 6,544

ACCUMULATED OTHER COMPREHENSIVE LOSS

Beginning balance — January 1 $(142,152) $ (84,224) $ (62,351)
Foreign currency translation adjustments 38,751 (37,560) (20,724)
Retirement plan adjustments (42,947) (16,223) (1,149)
Hedging transactions (161) (4,145) —
Ending balance — December 31 $(146,509) $(142,152) $ (84,224)

TOTAL SHAREHOLDERS' EQUITY

Beginning balance — January 1 44,792 $ 411,019 37,436 $304,911 37,413 $308,274
Net changes in shareholders’ equity 10,028 344,671 7,356 106,108 23 (3,363)
Ending balance — December 31 54,820 $ 755,690 44,792 $411,019 37,436 $304,911

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMERTS OF CASH FLOWS

Year ended December 31,

(Amounts in thousands) 2002 2001 2000
Cash flows — Operating activities:
Net earnings (loss) $ 53,025 (1,497) 13,241
Adjustments to reconcile net earnings (loss) to net cash provided (used) by operating activities:
Depreciation 56,747 48,891 42,676
Amortization 8,566 24,964 14,361
Amortization of prepaid financing fees and discount 5,149 6,736 3,074
Write-off of unamortized prepaid financing fees and discount 5,842 7,654 2,216
Other direct costs of long-term debt repayment 5,700 17,320 1,013
Net (gain) loss on the disposition of fixed assets (1,723) (783) 150
Impairments of assets - 679 3,673
Change in assets and liabilities, net of acquisitions:
Accounts receivable 76,540 15,604 (70,102)
Inventories 22,534 (54,840) (1,963)
Prepaid expenses 13,711 (14,686) 7,968
Other assets (4,750) (9,557) (24,781)
Accounts payable 7,162 (3,510) 18,084
Accrued liabilities (25,513) (55,861) (18,215)
Income taxes payable (4,701) 184 (7,639)
Retirement benefits and other liabilities 10,629 (12,509) 32,753
Net deferred taxes 19,949 (16,718) 1,922
Net cash flows provided (used) by operating activities 248,867 (47,929) 18,431
Cash flows — Investing activities:
Capital expenditures (30,875) (35,225) (27,819)
Cash received for disposals of assets 8,720 8,723 5,404
Payments for acquisitions, net of cash acquired (535,067) (1,685) (770,714)
Net cash flows used by investing activities (557,222} (28,187) (793,129)
Cash flows — Financing activities:
Net (repayments) borrowings under lines of credit (70,000) 70,000 (91,011)
Proceeds from long-term debt 795,306 420 1,284,469
Payments on long-term debt (683,923) (155,580) (358,488)
Payment of prepaid financing fees (6,080) - (46,474)
Other direct costs of long-term debt repayment - (17,320) (1,013)
Proceeds from issuance of common stock 275,925 154,022 -
Net proceeds from stock option activity 16,850 7,999 615
Net cash flows provided by financing activities 328,078 59,541 788,098
Effect of exchange rate changes 8,037 (4,233) (1,522)
Net change in cash and cash equivalents 27,760 (20,808) 11,878
Cash and cash equivalents at beginning of year 21,533 42,341 30,463
Cash and cash equivalents at end of year $ 49,293 21,533 42,341
Income taxes paid $ 4,895 15,444 19,880
Interest paid $ 87,923 125,190 45,704

See accompanying notes to consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (DOLLAR AMOUNTS IN THOUSANDS, EXCEPT PER SHARE DATA)

NOTE 1: SIGNIFICANT ACCOUNTING POLICIES AND

ACCOUNTING DEVELOPMENTS

Flowserve produces engineered and industrial pumps, industrial
valves, control valves, nuclear valves, valve actuation and precision
mechanical seals, and provides a range of related flow management
services worldwide, primarily for the process industries. Equipment
manufactured and serviced by the Company is predominately used in
industries that deal with difficult-to-handle and corrosive fluids as weil
as environments with extreme temperatufe, pressure, horsepower and
speed. Flowserve’s businesses are affected by economic conditions in
the United States and other countries where its products are sold and
serviced, by the cyclical nature of the petroleum, chemical, power,
water and other industries served, by the relationship of the U.S. dollar
to other currencies, and by the demand for and pricing of customers’
products. The Company believes the impact of these conditions is
somewhat mitigated by the strength and diversity of Flowserve’s product
lines, geographic coverage and significant installed base, which provides

potential for an annuity stream of revenue from parts and services.

PRINCIPLES OF CONSOLIDATION

The consolidated financial statements include the accounts of the
Company and its wholly and majority-owned subsidiaries.
Intercompany profits, transactions and balances have been eliminated.
Investments in unconsolidated affiliated companies, which represent
all nonmajority ownership interests, are carried on the equity basis,
which approximates the Company’s equity interest in their underlying

net book value.

Basts oF COMPARISON
Certain amounts in 2001 and 2000 have been reclassified to conform

with the 2002 presentation.

UsE oF ESTIMATES

The process of preparing financial statements in conformity with
accounting principles generally accepted in the United States requires
the use of estimates and assumptions to determine certain of the assets,
liabilities, revenues and expenses. The most significant estimates made
by management include its:

- allowance for doubtful accounts;

» reserve for excess and obsolete inventories;

« deferred tax asset valuation allowances;

°  restructuring accruals;

+ legal and environmental accruals;

°  warranty accruals;

= insurance accruals;
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» pension and postretirement benefit obligations; and

+  valuation of goodwill, indefinite-lived intangible assets and other
long-lived assets.

These significant estimates are reviewed quarterly with the Company’s

Audit/Finance Committee.

REVENUE RECOGNITION

Revenues and costs are generally recognized based on the shipping terms
agreed to with the customer and fulfillment of all but inconsequential or
perfunctory actions required of the Company. Revenue for longer-term
contracts is generally recognized using the percentage of completion
method calculated on a cost-to-cost basis. Revenues generated under
fixed fee service and repair contracts are generally recognized ratably
over the term of the contract. Shipping and handling costs are reported
in cost of sales and amounts billed to customers for these costs are
included in revenues, Progress billings are generally shown as a reduction
of inventory unless such billings are in excess of accumulated costs, in

which case such balances are included in accrued liabilities.

ArLLowance FOR DousTruL AccounTs AND CREDIT Risk

Accounts receivable are stated net of the allowance for doubtful
accounts of $21,010 and $20,800 at December 31, 2002 and 2001,
respectively.

The allowance for doubtful accounts is established based on estimates
of the amount of uncollectible accounts receivable. The amount of the
allowance is determined based upon the aging of the receivable,
customer credit history, industry and market segment information,
economic trends and conditions, credit reports and customer financial
condition. Customer credit issues, customer bankruptcies or general
economic conditions can also affect the estimates.

Credit risk may be mitigated by the large number of customers in
the Company’s customer base across many different geographic
regions and an analysis of the creditworthiness of such customers.
Additionally, the Company maintains a credit insurance policy for its
European subsidiaries. Under the policy, the Company generally
receives funds from the third party insurer, net of deductible, in
instances where customers covered by the policy are unable to pay.

As of December 31, 2002 and 2001, the Company does not believe

that it had significant concentrations of credit risk.

INVENTORIES

Inventories are stated at the lower-of-cost or market. Cost is determined
for U.S. inventories by the last-in, first-out (LIFO) method and for
other inventories by the first-in, first-out (FIFO) method. Reserves for

excess and obsolete inventories are based on management’s assessment




2002 Annual

Report Flowserve Corporation

of market conditions for its products determined by historical usage
and estimated future demand. These estimates are generally not subject
to significant volatility, except for product rationalizations generally
associated with acquisition integration programs, due to the relatively

long life cycle of the Company’s products.

Income TAXES, DEFERRED TAXES AND TAX VALUATION ALLOWANCES

The Company accounts for income taxes under the asset and liability
method. Deferred tax assets and liabilities are recognized for the future
tax consequences attributable to differences between the financial
statement carrying amounts of existing assets and liabilities and their
respective tax bases and operating loss and tax credit carryforwards.
Deferred tax assets and liabilities are calculated using enacted tax rates
expected to apply to taxable income in the years in which those tem-
porary differences are expected to be recovered or settled. The effect
on deferred tax assets and liabilities of a change in tax rates is recog-
nized in the period that includes the enactment date. Valuation
allowances reflect the likelihood of the recoverability of any such
assets. The Company records valuation allowances to reflect the esti-
mated amount of deferred tax assets that may not be realized based
upon the Company’s analysis of existing net operating losses and tax
credits by jurisdiction and expectations of the Company’s ability to
utilize these tax attributes through a review of past, current and
estimated future taxable income and establishment of tax strategies.
These estimates could be impacted by changes in future taxable

income and the results of tax strategies.

RESTRUCTURING RESERVES

Restructuring reserves are generally established in conjunction with an
acquisition. Such reserves reflect many estimates including costs per-
taining to employee separation, settlements of contractual obligations
and other matters associated with exiting a facility. Restructuring costs
related to facilities and employees of an acquired business generally
become a component of goodwill, whereas non-acquisition related
restructuring costs are recorded as restructuring expense in the state-
ment of operations. Reserve requirements for each restructuring plan
are assessed quarterly and susceptible to adjustment due to revisions

of cost estimates and other changes in planned restructuring activities.

WARRANTY ACCRUALS

Warranty obligations are based upon product failure rates, materials
usage and service delivery costs. The Company estimates its warranty
provisions based upon an analysis of all identified or expected claims
and an estimate of the cost to resolve those claims. The estimates of

expected claims are generally a factor of historical claims. Changes in

claim rates, differences between actual and expected warranty costs
and the Company’s facility rationalization activities could impact war-

ranty obligation estimates.

INSURANCE ACCRUALS

Insurance accruals are recorded based upon an analysis of the
Company’s claim loss history, insurance deductibles, policy limits and
an estimate of incurred but not reported claims. The estimates are
based upon information received from the insurance company
adjusters. Changes in claims and differences between actual and

expected claim losses could impact the accrual in the future.

PENSION AND POSTRETIREMENT BENEFITS OBLIGATIONS

Determination of the value of the pension and postretirement benefits
liabilities is based on estimates made by management in consultation
with independent actuaries. Inherent in these valuations are key
assumptions including discount rates, market value of plan assets,
expected return on plan assets, life expectancy and assumed rate of
increase in wages or in health care costs. Current market conditions,
including changes in rates of returns, interest rates and medical infla-
tion rates are considered in selecting these assumptions. Changes in
the related pension and postretirement benefit costs may occur in the
future due to changes in the assumptions used and changes resulting

from fluctuations in the Company’s related headcount.

VALuATION OF GooDbwiLL, [NDEFINITE-LIVED INTANGIBLE ASSETS
AND OTHER LoNG-LIVED ASSETS
The value of the Company’s goodwill and indefinite-lived intangible
assets are tested for impairment annually in the fourth quarter or
whenever events or circumstances indicate such assets may be
impaired. The test involves significant judgment in estimating projec-
tions of fair value generated through future performance of each of
the Company’s reporting units which correlate to the Company’s
operating segments. The net realizable value of other long-lived assets,
including property, plant and equipment, is reviewed periodically,
when indicators of potential impairments are present, based upon an
assessment of the estimated future cash flows related to those assets.
Due to uncertain market conditions and potential changes in strat-
egy and product portfolio, it is possible that forecasts used to support
asset carrying values may change in the future, which could result in
non-cash charges that would adversely affect the Company’s results of

operations and financial condition.
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ForEIGN CURRENCY TRANSLATION

Assets and liabilities of the Company’s foreign affiliates are translated
at current exchange rates, while income and expenses are translated at
average rates for the period. Translation gains and losses are generally
reported as a component of accumulated other comprehensive
income or loss.

Transaction and translation gains and losses arising from
intercompany balances are reported as a component of accumulated
other comprehensive income or loss when the underlying transaction
stems from a long-term equity investment or from debt designated as
not due in the foreseeable future. Otherwise, the Company recognizes
transaction gains and losses arising from intercompany transactions as
a component of income. Where intercompany balances are not
long-term investment related or not designated as due beyond the
foreseeable future, the Company generally mitigates risk associated
with transaction gains and losses by entering into forward exchange

contracts. See Note 8 for further discussion of these contracts.

STocK-BAsED COMPENSATION

At December 31, 2002, the Company had several stock-based employee
compensation plans, which are described more fully in Note 7. The
Company accounts for those plans under the recognition and
measurement principles of APB Opinion No. 25, “Accounting for
Stock Issued to Employees,” and related interpretations. Generally, no
stock-based employee compensation cost is reflected in net earnings
for stock option grants, as all options granted under those plans had
an exercise price equal to or in excess of the market value of the
underlying common stock on the date of grant.

Awards of restricted stock are generally valued at the market price
of the Company’s common stock on the date of grant and recorded as
unearned compensation within shareholders’ equity. The unearned
compensation is amortized to compensation expense over the vesting
period of the restricted stock.

The following table illustrates the effect on net earnings and earnings
(loss) per share if the Company had applied the fair value recognition
provisions of Statement of Financial Accounting Standards (SFAS)
No. 123, “Accounting for Stock-Based Compensation™, to stock-based

employee compensation.
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(Amounts in thousands, Year ended December 31,
except per share amounts) 2002 2001 2000
Net earnings (loss), as reported $53,025  $(1,497) $13,241
Restricted stock compensation
expense included in net earnings,
net of related tax effects 472 842 687
Less: Stock-based employee
compensation expense determined
under fair value method for all
awards, net of related tax effects (3,562) (3,713)  (4,505)
Pro forma net earnings (loss) $49,935  $(4,368) $ 9,423
Earnings (loss) per share
(basic and diluted)
As reported $ 1.02 $(0.04) $ 0.35
Pro forma $ 096 $ (0.11) $ 0.25

Because the determination of the fair value of all options granted
includes an expected volatility factor and because additional option
grants are expected to be made each year, the above pro forma disclo-

sures are not representative of pro forma effects for future years.

BusiNnEss COMBINATIONS

All business combinations referred to in these financial statements
used the purchase method of accounting, under which the Company
allocates the purchase price to the identifiable tangible and intangible
assets, recognizing goodwill when the purchase price exceeds fair value of
such identifiable assets. Net assets of the companies acquired are recorded
at their fair value to the Company at the date of acquisition and any
excess of purchase price over fair value of the identifiable net assets is
recorded as goodwill. SFAS No. 141, requires use of the purchase

method for all business combinations completed after June 30, 2001.
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SHORT-TERM [INVESTMENTS

The Company places its temporary cash investments with financial
institutions and, by policy, invests in those institutions and instru-
ments that have minimal credit and market risk. These investments,
with an original maturity of three months or less when purchased, are
classified as cash equivalents. They are highly liquid with principal values

not subject to significant risk of change due to interest rate fluctuations.

PROPERTY, PLANT AND EQUIPMENT, AND DEPRECIATION

Property, plant and equipment are stated on the basis of cost.
Depreciation is computed by the straight-line method based on the
estimated useful lives of the depreciable assets for financial statement
purposes and by accelerated methods for income tax purposes. The
estimated useful lives of the assets are:
Buildings and improvements 10 to 40 years
Furniture and fixtures 3 to 7 years
Machinery and equipment 3 to 12 years
Capital leases 3 to 25 years
INTANGIBLE ASSETS

Intangible assets, excluding trademarks which are considered to have an
indefinite life, consist primarily of engineering drawings, distribution
networks, software, patents and other items that are being amortized
over their useful lives generally ranging from 9 to 40 years. These assets
are reviewed for impairment whenever events and circumstances

indicate impairment may have occurred.

LecAL AND ENVIRONMENTAL ACCRUALS

Legal and environmental reserves are recorded based upon a case-by-
case analysis of the facts, circumstances and related costs. The costs
relating to legal and environmental liabilities are estimated and
recorded when it is probable that a loss has been incurred and such
loss is estimable. Assessments of legal and environmental costs are
based on information obtained from the Company’s independent and
in-house experts and the Company’s loss experience in similar situa-
tions. The estimates may vary in the future due to new developments

regarding the facts and circumstances of each matter.

DERIVATIVES AND HEDGING ACTIVITIES

The Company enters into forward contracts for purposes of hedging
certain transactions denominated in foreign currencies. The
Company, as part of its risk management strategy, also enters into

interest rate swap agreements for the purpose of hedging its exposure

to floating interest rates on certain portions of its debt. The Company
has a risk-management and derivatives policy statement outlining
the conditions under which the Company can enter into hedging or
forward transactions.

The Company employs a foreign currency hedging strategy to
minimize potential losses in earnings or cash flows from unfavorable
foreign currency exchange rate movements. These strategies also
minimize potential gains from favorable exchange rate movements.
Foreign currency exposures arise from transactions, including firm
commitments and anticipated transactions, denominated in a currency
other than an entity’s functional currency and from foreign-denominated
revenues and profits translated into U.S. dollars. The primary currencies
to which the Company has exposure are the Euro, British pound,
Canadian dollar, Mexican peso, Japanese yen, Singapore dollar, Brazilian
real, Australian dollar, Argentinean peso and Venezuelan bolivar.

Beginning January 1, 2001, all derivatives are recognized on the
balance sheet at their fair value. On the date that the Company enters
into a derivative contract, it designates the derivative as (1) a hedge of
{a) a forecasted transaction or {b) the variability of cash flows that are
to be received or paid in connection with a recognized asset or liability
(a “cash flow” hedge); or (2) a foreign currency fair value or cash flow
hedge (a “foreign currency” hedge). Changes in the fair value of a
derivative that is highly effective, designated and qualified as a cash
flow hedge, to the extent that the hedge is effective, are recorded in
other comprehensive income, until earnings are affected by the vari-
ability of cash flows of the hedged transaction. Changes in the fair
value of foreign currency hedges are recorded in other comprehensive
income since they satisfy the criteria for a cash flow hedge. Any hedge
ineffectiveness (which represents the amount by which the changes in
the fair value of the derivative do not mirror the change in the cash flow
of the forecasted transaction) is recorded in current period earnings.

The Company formally documents all relationships between
hedging instruments and hedged items, as well as its risk management
objective and strategy for undertaking various hedge transactions.
This process includes linking all derivatives that are designated as fair
value, cash flow, or foreign currency hedges to (1) specific assets and
liabilities on the balance sheet or (2) specific firm commitments or
forecasted transactions, The Company also formally assesses (both at
the inception of the hedge and on an ongoing basis) whether the
derivatives that are used in hedging transactions have been highly
effective in offsetting changes in the fair value or cash flows of hedged
items and whether those derivatives may be expected to remain highly

effective in future periods.
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The Company discontinues hedge accounting prospectively when:

o the derivative no longer effectively offsets changes in the fair value
or cash flows of a hedged item (such as firm commitments or fore-
casted transactions);

» the derivative expires, terminates or is sold;

« the forecasted transaction is not probable to occur; or
management determines that designating the derivative as a hedg-

ing instrument is no longer appropriate.

When the Company discontinues hedge accounting because it is
no longer probable that the forecasted transaction will occur in the
originally expected period, the gain or loss on the derivative remaining
in accumulated other comprehensive income is reclassified into earn-
ings. In all situations in which hedge accounting is discontinued and
the derivative remains outstanding, the Company will carry the deriv-
ative at its fair value on the balance sheet, recognizing changes in the

fair value in current period earnings.

RESEARCH AND DEVELOPMENT EXPENSE

Research and development costs are charged to expense when
incurred. Aggregate research and development costs were $24.4 million
in 2002, $23.4 million in 2001 and $24.8 million in 2000.

Falr VALUES oF FINANCIAL INSTRUMENTS

The carrying amounts of the Company’s financial instruments
approximate fair value at December 31, 2002, except for its debt, which
had a carrying value of $1,094 million and an estimated fair value of
$1,119 million. The debt had a carrying value of $1,041 million and an
estimated fair value of $1,077 million at December 31, 2001.
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EARNINGS PER SHARE

Basic and diluted earnings per share were calculated as follows:

{Amounts in thousands, Year ended Decermnber 31,
except per share amounts) 2002 2001 2000

Earnings before

extraordinary items $60,396  $ 16,354  $15,308
Extraordinary itemns,

net of income taxes (7,371)  (17,851) (2,067)
Net earnings (loss) $53,025 $ (1,497) $13,241
Denominator for basic

earnings per share —

weighted average shares 51,836 38,719 37,823
Effect of potentially

dilutive securities 357 611 19

Denominator for diluted
earnings per share —
weighted average shares

adjusted for dilutive securities 52,193 39,330 37,842

Earnings per share — basic:
Before extraordinary items $ L16 $ 042 $§ 040
Extraordinary items (0.14) (0.46) (0.05)
$ 102 $ (0.04) $ 035

Net earnings (loss) per share

Earnings per share — diluted:
Before extraordinary items $ 116 $& 042 § 040
Extraordinary items (0.14) (0.46) (0.05)
$ 1.02 § (0.04) $ 035

Net earnings (loss) per share

Options outstanding with an exercise price greater than the average
market price of the common stock were not included in the computa-
tion of diluted earnings per share. The weighted average number
of such options totaled 1,171,411 and 3,413,411 for 2002 and 2000,
respectively. For 2001, the computation of diluted net loss per
ordinary share was antidilutive, and therefore as required under
SFAS No. 128, the amounts reported for basic and diluted net loss per

ordinary share were the same.

ACCOUNTING DEVELOPMENTS

Pronouncements Impiemented

During June 2001, the Financial Accounting Standards Board (FASB)
issued SFAS No. 141, “Business Combinations” and SFAS No. 142
“Goodwill and Other Intangible Assets.” Adoption of SFAS No, 141
required the Company to account for all future business combinations
occurring after June 30, 2001 using the purchase method. Pursuant to
adoption of SFAS No. 142, the Company ceased amortizing goodwill

and indefinite-lived intangible assets, both of which are now subject to
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periodic impairment tests. The Company adopted both SFAS No. 141
and No. 142 effective January 1, 2002.

In October 2001, the FASB issued SFAS No. 144, “Accounting for
the Impairment or Disposal of Long-Lived Assets”. SFAS No. 144
addresses significant issues relating to the implementation of SFAS No.
121, “Accounting for the Impairment of Long-Lived Assets and for
Long-Lived Assets To Be Disposed Of,” and develops a single accounting
model, based on the framework established in SFAS No. 121 for long-
lived assets to be disposed of by sale whether such assets are or are not
deemed to be a business. SFAS No. 144 also modifies the accounting
and disclosure rules for discontinued operations. The Company
adopted SFAS No. 144 on January 1, 2002, which resulted in no material
effect to the consolidated financial statements.

In December 2002, the FASB issued SFAS No. 148, “Accounting for
Stock-Based Compensation”, which became effective for the Company
upon its issuance. SFAS No. 148 provides three transition options for
companies that account for stock-based compensation, such as stock
options, under the intrinsic-value method to convert to the fair value
method. SFAS No. 148 also revised the prominence and character of
the disclosures related to companies’ stock-based compensation. In
complying with the new reporting requirements of SFAS No. 148, the
Company elected to continue using the intrinsic-value method to
account for qualifying stock-based compensation, as permitted by
SFAS No. 148 for 2002. The Company has, however, included the dis-
closures prescribed by SFAS No. 148 within the consolidated financial
statements. For 2003, the Company is evaluating whether to adopt a
transition option to expense stock-based compensation under the
provisions of SFAS No. 148.

During November 2002, the FASB issued FASB Interpretation (FIN)
No. 45, “Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others.”
FIN No. 45 generally requires a guarantor to recognize a liability for
obligations arising from guarantees. FIN No. 45 also requires new
disclosures for guarantees meeting certain criteria outlined in that
pronouncement. The disclosure requirements of FIN No. 45 are
effective for the Company at December 31, 2002 and have been imple-
mented as of that date. The recognition and measurement provisions
of FIN No. 45 are applicable on a prospective basis for guarantees
issued or modified after December 31, 2002.

In October 2002, the FASB issued SFAS No. 147, “Acquisitions of
Certain Financial Institutions”, which became effective for the
Company upon issuance. SFAS No. 147 does not have applicability to
the Company and therefore its implementation did not impact the

financial position or results of operations.

Pronouncements Not Yet implemented

In August 2001, the FASB issued SFAS No. 143, “Accounting for Asset
Retirement Obligations” SFAS No. 143 addresses financial accounting
and reporting for obligations associated with the retirement of tangible
long-lived assets and the associated asset retirement costs. Generally,
this pronouncement requires companies to recognize the fair value of
liabilities for retiring their facilities and equipment at the point that
legal obligations associated with their retirement are incurred, with an
offsetting increase to the carrying value of the facility. The expense
associated with the retirement becomes a component of a facility’s
depreciation, which is recognized over its useful life. Although SFAS
No. 143 becomes effective for the Company on January 1, 2003, the
Company does not believe the adoption will have a significant effect
on its consolidated financial position or results of operations due
to limited abandonment and retirement obligations associated with
its facilities.

In April 2002, the FASB issued SFAS No. 145, “Rescission of FASB
Statements No. 4, 44, and 64, Amendment of FASB Statement No. 13,
and Technical Corrections.” The most significant impact of SFAS No. 145
is to eliminate the requirement that gains and losses from the extin-
guishment of debt be classified as an extraordinary item unless these
items are infrequent and unusual in nature. SFAS No. 145 is effective
for the Company on January 1, 2003. Upon adoption of SFAS No. 145,
the Company will reclassify its previously reported extraordinary
items, which relate to early extinguishment of debt, as a component of
earnings before income taxes.

In July 2002, the FASB issued SFAS No. 146, “Accounting for Costs
Associated with Exit or Disposal Activities” SFAS No. 146 requires that
a liability for a cost associated with an exit or disposal activity be recog-
nized initially at fair value when the liability is incurred. Under current
accounting rules, costs to exit or dispose of an activity are generally rec-
ognized at the date that the exit or disposal plan has been committed to
and communicated. SFAS No. 146 is effective for the Company on
January 1, 2003 and will be applied on a prospective basis.

During January 2003, the FASB issued FIN No. 46, “Consolidation
of Variable Interest Entities.” FIN No. 46 provides guidance for compa-
nies having ownership of variable interest entities, typically referred to
as special purpose entities, in determining whether to consolidate
such variable interest entities. FIN No. 46 has immediate applicability
for variable interest entities created after January 31, 2003 or interests
in variable interest entities obtained after that date. For interests
in variable interest entities obtained prior to February 1, 2003,
FIN No. 46 becomes effective on July 1, 2003. The Company does not
believe the adoption will have a significant effect on its consolidated

financial position or results of operations.
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NOTE 2: GOODWILL AND OTHER INTANGIBLE ASSETS

On January 1, 2002, the Company adopted SFAS No. 141, “Business
Combinations,” and No. 142, “Goodwill and Other Intangible Assets”.
SFAS No. 141 requires that all prospective business combinations be
accounted for using the purchase method, under which an acquiring
company allocates the purchase price to the identifiable assets and lia-
bilities, and recognizes goodwill when the purchase price exceeds the
fair value of such identifiable assets and liabilities. Additionally, SFAS
No. 141 establishes specific criteria for the recognition of intangible
assets separately from goodwill. SFAS No. 142 primarily addresses the
accounting for goodwill and intangible assets subsequent to their
acquisition. The most significant changes made by SFAS No. 142
require the cessation of systematic amortization of goodwill and
indefinite-lived intangible assets, instead requiring impairment testing
at least on an annual basis. Additionally, the amortization period of

intangible assets is no longer limited to forty years.

(CONTINUED)

determined these assets were not impaired. A similar test was conducted
during the fourth quarter of 2002, which also revealed no impairment to
these assets. Amortization of goodwill, workforce intangible assets
(which were reclassified to goodwill upon adoption of SFAS No. 142)
and trademark intangible assets with indefinite useful lives totaled $19.7
million and $11.5 million on a pretax basis for 2001 and 2000.

The table below reflects consolidated results for the years ended
December 31, 2001 and 2000 adjusted as though the implementation
of SFAS No. 141 and No. 142 occurred on January 1, 2000:

Year Ended December 31,
Before After
extraordinary extraordinary
{Amounts in thousands, items items
except per share amounts) 2001 2000 2001 2000

Net earnings (loss),

as reported $16,354 $15,308 $(1,497) $13,241

Amortization of:

Upon implementation of SFAS Nos. 141 and 142, the Company Goodwill 11,963 6,752 11,963 6,752
reclassified acquired workforce intangible assets with a net carrying Workforce intangible assets 1,743 595 1,743 595
value of $18.5 million to goodwill as acquired workforce intangible Trademarks 585 221 585 221
assets do not meet the new criteria for recognition apart from good- Adjusted net earnings (loss) ~ $30,645 $22,876 $12,794 $20,809
will. The Company also determined that $31.1 million in acquired
trademark intangible assets have indefinite useful lives and no longer Net earnings (loss)
systematically amortizes these intangible assets. per share, as reported $ 042 5 040 § (0.04) 5 035

Under SFAS No. 142, impairment for goodwill and indefinite-lived Amortization of:
intangibles is assessed at the reporting unit level annually and whenever Goodwill 0-30 0.7 0.30 0.17

. L . . . . Workforce intangible assets 0.05 0.02 0.05 0.02
events or circumstances indicate impairment may exist. During the sec-
. . Trademarks 0.02 0.01 0.02 0.01
ond quarter of 2002, the Company completed the required transitional Adjusted net earnings
impairment tests for goodwill and indefinite-lived intangible assets and (loss) per share S 079 $ 060 S 033 § 055
The following tables provide information about intangible assets:
December 31, 2002 December 31, 2001
Gross Gross
Useful Life Gross  Change Due  Carrying  Accumulated Carrying Accumulated
(Amounts in thousands, except years) (years) Amount To Currency  Amount Amortization Amount Amortization
Amortized intangible assets:
Engineering drawings 10-122.5 $ 79,985 $1,043 $ 81,028 $ (8,452) $ 63,500 $ (4,267)
Distribution networks 15 13,700 - 13,700 (1,964) 13,700 (1,051)
Software 10 5,900 - 5,900 (1,423) 5,900 (833)
Patents 9.5-15.5 25,205 1,004 26,209 (3,024) 2,690 (1,430)
Other'” 3- 40 8,050 14 8,065 (3,211) 27,610 (5,800)
$132,840 $2,061  $134,902 $(18,074) $113,400 $(13,381)
Indefinite-lived intangible assets:
Trademarks $ 57,889 $1,780 $ 59,669 $ 31,060

(1) Other amortized intangible assets at December 31, 2001 includes net acquired workforce intangible assets of $18,501 that were reclassified to goodwill upon the implementation of SFAS

No. 142 on January 1, 2002.
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As a result of the acquisition of Invensys plc’s flow control division
in May 2002, the Company acquired approximately $73.7 million of
intangible assets. The amounts assigned to the acquired intangible
assets arising from this acquisition are based on valuation studies

prepared by third party experts and are summarized below:

Amount Weighted

Acquired Average Life
Intangible Assets {millions) (years) Amortized
Engineering drawings $17.6 10 Yes
Patents $23.9 11 Yes
Other $ 3.8 3 Yes
Trademarks $28.3 Indefinite No
Domain names $0.1 Indefinite No

The following schedule outlines actual amortization recognized
during 2002 and an estimate of future amortization based upon the

intangible assets owned at December 31, 2002:

Amortization expense (in thousands):

Actual for year ending December 31, 2002 $ 8,566
Estimated for year ending December 31, 2003 $10,176
Estimated for year ending December 31, 2004 $10,176
Estimated for year ending December 31, 2005 $ 9,209
Estimated for year ending December 31, 2006 $ 8,749
Estimated for year ending December 31, 2007 $ 8,714

The changes in the carrying amount of goodwill for the year ending December 31, 2002 are as follows:

(Amount in thousands) Flowserve Pump Flow Solutions Flow Control Other Total
Balance as of December 31, 2001 $432,895 $21,929 $ 40,882 $ 19,469 $515,175
Reclassification of workforce intangible

assets to goodwill 18,501 - - - 18,501
Acquisition (see Note 3) - ~ 288,932 - 288,932
Other reclassifications 8,356 4,784 5,143 $(19,469) (1,186)
Currency translation 2,479 2,799 6,792 - 12,070
Balance as of December 31, 2002 $462,231 $29,512 $341,749 $ - $833,492

Other reclassifications include the allocation of previously
unallocated goodwill to the Company’s reporting units and other
reclassifications from intangible assets in connection with the imple-
mentation of SFAS No. 142.

Effective July 1, 2002, the Company realigned its operating
segments. Previously, the Flow Solutions Division included seal manu-
facturing operations as well as all service and repair to flow control
equipment. Under the new alignment, pump services and valve
services have been included in Flowserve Pump Division and Flow
Control Division, respectively. Accordingly, goodwill associated with
the pump service and valve service businesses of $39.3 million and
$6.7 million, respectively, has been reclassified for all periods presented

herein to conform to the new organization structure.

NOTE 3: ACQUISITIONS

The operating results of Invensys plc’s flow control division, Ingersoll-
Dresser Pump Company and Innovative Valve Technologies have been
included in the consolidated statement of operations from the date of
acquisition. The purchase price for each acquisition has been allocated
to assets acquired and liabilities assumed based on estimated fair value

at the date of acquisition.

InvENSYS FLow CoNTROL

On May 2, 2002, the Company completed its acquisition of Invensys
plc’s flow control division (IFC) for an aggregate purchase price of
$535 million, subject to adjustment pursuant to the terms of the pur-
chase and sale agreement. IFC manufactures valves, actuators and
associated flow control products, and provides the Company with a
more balanced mix of revenue among pumps, valves and seals as well
as a more diversified geographic and end market mix. The Company
financed the acquisition and associated transaction costs with a com-
bination of bank financing, as more fully described in Note 10, and
net proceeds of approximately $276 million received from the issuance

of 9.2 million common shares in April 2002.
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The table below reflects unaudited pro forma results of the
Company and IFC as if this acquisition had taken place at the begin-
ning of 2002 and 2001, including estimated purchase accounting
adjustments and financing costs. The non-recurring $5.2 million pur-
chase accounting adjustment associated with the required write-up
and subsequent sale of IFC inventory after acquisition has also been
presented in the pro forma information for 2001 to reflect a theoreti-

cal acquisition date of January 1, 2001.

(Amounts in thousands, Year ended December 31,

except per share amounts) 2002 2001
Net sales $2,408,668  $2,442,201
Operating income 203,145 202,589
Net earnings before
extraordinary items 68,797 44,479
Net earnings 61,426 26,628
Net earnings per share (basic):
Before extraordinary items $ 125§ 0.93
Net earnings 1.12 0.56
Net earnings per share (diluted):
Before extraordinary items $ 124 % 0.92
Net earnings 1.1 0.55

The pro forma information does not purport to represent what the
Company’s results of operations actually would have been had such
transactions or events occurred on the dates specified, or to project
the Company’s results of operations for any future period.

The following table summarizes the estimated fair value of the assets

acquired and liabilities assumed in the IFC acquisition:

(Amounts in millions)

Current assets $180
Non-current assets, excluding goodwill 210
Goodwill 289
Total assets acquired $679
Current liabilities $ 92
Non-current liabilities 52
Total liabilities assumed $144
Net assets acquired $535

(1) includes $123.5 million which the Company considers deductible for income tax
purposes.
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The purchase price allocation may require further refinements
upon finalization of the beginning balance sheet, including deferred
tax effects. The Company expects to finalize the purchase price alloca-

tion during the second quarter of 2003.

InGERSOLL-DRESSER PumP COMPANY AND

INNOVATIVE VALVE TECHNOLOGIES

In August 2000, the Company completed a $775 million cash acquisition
of Ingersoll-Dresser Pump Company (IDP), a leading manufacturer of
pumps with a diverse mix of pump products and customers with
operations in 30 countries. The acquisition was financed with a
combination of senior secured term loans and issuance of senior
subordinated notes. Upon closing of the transaction, the existing
Company debt was also refinanced into the new senior secured
credit facility.

In January 2000, the Company acquired Innovative Valve
Technologies, Inc. (Invatec), a company principally engaged in providing
comprehensive maintenance, repair, replacement and value-added
distribution services for valves, piping systems, instrumentation and
other process-system components for industrial customers,

The Company acquired all of the outstanding stock of Invatec and
assumed Invatec’s existing debt and related obligations. The $16.6
million acquisition was financed through the Company’s working
capital. Concurrent with consummation of the acquisition, Invatec’s
net debt of $87.7 million was paid oft through borrowings under the

Company’s revolving credit agreement.
pany g

NOTE 4: SALES OF ACCOUNTS RECEIVABLE

During December 2002, the Company, through certain of its German
and British subsidiaries, entered into agreements whereby it factored
certain non-intercompany, current accounts receivable without
recourse. The agreements which run through December 2005,
with options for renewal, permit a maximum factoring equivalent of
$50 million.

Under the program, the factors, which are third party financial
institutions, purchase the receivables from the Company by advancing
80% of the face value of the underlying receivables. The Company is
entitled to the remaining 20%, net of factoring fees, from the factors
upon collection from the customer. Upon collection of a factored
receivable, the program generally permits the Company to replace that
collection with another previously unfactored qualifying receivable.
The Company retained the responsibility for servicing and collecting
the receivables. At December 31, 2002, the Company had received
approximately $17 million in cash from the factors, which represents
their purchase of $21 million of receivables. The Company has estab-

lished a receivable from the factors for the $4 million to be recouped




2002 Annual Report

Flowserve Corporation

upon payment by the customer. Also at December 31, 2002, the
Company has sold an additional $18 million of receivables for which
no amounts had been advanced by the factor. The Company utilized
the proceeds from the factoring program to partially fund the optional
debt repayments during the fourth quarter of 2002.

The Company does not generally require coliateral for the receiv-
ables it factors, however, it attempts to reduce credit risk through credit
extension and collection policies and through the purchase of credit
insurance. The Company deems the receivables factored to be sold and
recognizes a loss on their sale upon receipt of cash from the factor.
The amount of the loss is generally equal to the estimated factoring
fees, the credit insurance costs on the factored receivables and the cost
to service the receivables. During 2002, the Company recognized
approximately $0.3 million of loss in factoring the receivables, which
included the initial commencement fees of $0.1 million.

Additionally, the Company maintains other less significant

factoring programs.

NOTE 5: INVENTORIES

Inventories are stated at lower of cost or market. Cost is determined
for U.S. inventories by the last-in, first-out (LIFO) method and for
other inventories by the first-in, first-out (FIFO) method.

Inventories and the method of determining costs were:

December 31,

(Amounts in thousands) 2002 2001
Raw materials $106,998 $ 62,818
Work in process 235,195 146,494
Finished goods 242,795 258,856
Less: Progress billings (80,943) (43,655)
Less: Excess and obsolete reserve (40,375) (42,986)
463,670 381,527
LIFO reserve (32,427) (33,936)
Net inventory $431,243 $347,591
Percent of inventory accounted for by:
LIFO 57% 62%
FIFO 43% 38%

Inventory balances increased in 2002 primarily as a result of the
IFC acquisition, which resulted in the following additions to inventory

at the date of acquisition:

{Amounts in millions)

Raw materials $39.7
Work in process 13.3
Finished goods 26.3
Total $79.3

Additionally, inventory balances were impacted by currency trans-
lation, which had the effect of increasing inventory by $13.2 million at
December 31, 2002 compared with the prior year end balance. The
decline in the excess and obsolete reserve from December 31, 2001
generally reflects the physical disposal of non-saleable inventory
during 2002.

NOTE 6: RESTRUCTURING AND ACQUISITION RELATED CHARGES

IFC AcQuIsiTION

In June 2002, in conjunction with the IFC acquisition, the Company
initiated an integration program designed to reduce costs and elimi-
nate excess capacity by consolidating facilities, closing seven valve
facilities and reducing sales and related support personnel. The
Company’s actions, approved and committed to in 2002, are expected
to result in a gross reduction of approximately 921 positions and a net
reduction of approximately 623 positions. Through December 31,
2002, 442 gross positions and 268 net positions had been eliminated
pursuant to the program.

Concurrent with the acquisition, the Company established a
restructuring reserve of $11.0 million in the second quarter of 2002,
and increased the reserve by $2.8 million and $6.8 million in the third
and fourth quarters of 2002 for this program. The Company expects
to pay for the majority of the remaining reductions and closures in
2003. Costs associated with the closure of Flowserve facilities of $4.3
million in 2002 were recognized as a restructuring expense in the
statement of operations. Costs associated with the closure of IFC facil-
ities of $16.3 million and related deferred taxes of $5.1 million became
part of the purchase price allocation of the transaction. The effect of
these closure costs for IFC facilities increased the amount of goodwill

otherwise recognizable as a result of the IFC acquisition.
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The following illustrates activity related to the IFC restructuring

reserve:

Other Exit

(Amounts in thousands) Severance Costs

(CONTINUED)

The following illustrates activity related to the IDP restructuring

reserve:;

Other Exit

(Amounts in thousands) Severance Costs Total

Balance created on
June 5, 2002 $ 6,880 $4,160 $11,040
Additional accruals 6,896 2,736 9,632

Cash expenditures (3,037) (1,241) (4,278)

Balance at
August 16, 2000

Cash expenditures

$ 45,980 $14,832
(18,645) (2,434)
(8,849) -

$ 60,812
(21,079)

Net non-cash reduction (8,849)

Balance at

December 31, 2002 $10,739 $5,655 $16,394

During 2002, the Company also incurred integration expense in con-

junction with this program, which is summarized below:

(Amounts in millions)

December 31, 2002

Cash expense ‘ $15.1

Non-cash expense 1.1

Total expense $16.2

Expenses classified as integration generally represent period costs
associated with acquisition-related activities such as relocation of
product lines from closing to receiving facilities, realignment of receiv-
ing facilities, performance and retention bonuses, idle manufacturing
costs, costs related to the integration team and asset impairments.

Additional restructuring and integration expenses related to the
IFC acquisition are expected in subsequent quarters. The Company
expects to complete the identification of its restructuring initiatives

from the IFC acquisition in 2003.

IDP AcquisiTion

In August 2000, in conjunction with the acquisition of Ingersoll-
Dresser Pump Company (IDP), the Company initiated a restructuring
program designed to reduce costs and to eliminate excess capacity by
consolidating facilities.

The Company recognized $65 million in restructuring cost,
comprised of approximately $42 million related to the IDP operations
acquired and $23 million related to Flowserve operations. The $42
million related to IDP operations, reduced by deferred tax effects of
$16 million, resulted in recognition of $26 million of goodwill. The
$23 million related to Flowserve operations was recognized as restruc-

turing expense in the consolidated statement of operations.
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Balance at
December 31, 2000 18,486 12,398
(13,267) (6,712)
(2,817) (2,567)

30,884
(19,979)
(5,384)

Cash expenditures

Net non-cash reduction

Balance at
December 31,2001 2,402 3,119 5,521
Cash expenditures (801) (1,046) (1,847)

Net non-cash reduction (1,601) (2,073) (3,674)

Balance at
December 31, 2002

During 2001 and 2000, the Company also incurred integration
expense of $63.0 million and $35.2 million, respectively, associated
with the acquisition of IDP. The non-cash reductions to the reserve
generally relate to reclassifications to retirement benefit obligations
and other liabilities, offset by increases to the reserve for changes in
estimated restructuring costs. The Company completed its integration
and restructuring activities in 2001, and the majority of the expendi-
tures were completed as of December 31, 2002.

The restructuring and integration activities associated with the
IDP acquisition resulted in the elimination of approximately 1,100
net positions and have resulted in approximately $90 million of annu-

al run rate savings.

NOTE 7: STOCK PLANS

Stock OpTioN PLANS

The Company maintains several shareholder-approved stock option
plans to purchase shares of the Company’s common stock. At
December 31, 2002, approximately 503,999 options were available for
grant under the various plans. Options granted to officers, other
employees and directors allow for the purchase of common shares at
or above the fair value at the date of grant. Generally, these options,
whether granted from the current or prior plans, become exercisable
over staggered periods ranging from one vyear to five years, but expire

after ten years from the date of the grant.
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Information concerning stock options issued to officers, other employees and directors is presented in the following table:

2001 2000
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Shares Price Shares Price Shares Price
Number of shares under option:
Outstanding at beginning of year 3,402,318 $21.86 3,778,380 $21.29 3,672,327 $21.56
Granted 371,356 25.09 298,017 26.82 337,700 17.38
Exercised (739,232) 20.74 (470,976) 19.05 (71,036) 14.40
Cancelled (156,191) 23.64 (203,103) 24.47 (160,611) 22.26
Outstanding at end of vear 2,878,251 $22.41 3,402,318 $21.86 3,778,380 $21.29
Exercisable at end of year 1,791,764 $22.75 2,065,006 $23.05 2,195,599 $23.69

The weighted average remaining contractual life of options outstanding at December 31, 2002 is 6.3 years. Additional information relating to the

ranges of options outstanding at December 31, 2002, is as follows:

Options Qutstanding

Options Exercisable

Weighted Weighted Weighted

Average Average Average
Range of Exercise Prices Remaining Number Exercise Price Number Exercise Price
Per Share Contractual Life Qutstanding Per Share Exercisable Per Share
$0.83-11.75 1.0 2,508 $ 0.96 2,508 $ 0.96
$11.76 - 15.67 7.1 50,159 $13.18 38,492 $13.20
$15.68 - 19.59 6.5 1,455,178 $18.14 904,019 $17.95
$19.60 - 23.51 3.4 135,321 $22.77 128,655 $22.89
$23.52-27.43 8.1 755,630 $25.82 251,235 $26.44
$27.44-31.35 4.0 358,441 $29.32 358,441 $29.32
$31.36 - 35.27 5.3 23,052 $33.89 10,452 $33.81
$35.28 - 39.20 2.1 97,962 $36.56 97,962 $36.56

2,878,251 1,791,764
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Disclosure of pro forma information regarding net earnings and
earnings per share as if the Company had accounted for its stock
options granted subsequent to December 31, 1994, under a fair value
method is required. The “fair value” for these options at the date of

grant was estimated using the Black-Scholes option pricing model.

The assumptions used in this valuation are as follows:

Year ended December 31,
2002 2001 2000

Risk-free interest rate 5.2% 5.5% 5.4%
Dividend yield - - -
Stock volatility 45.6% 33.6%  32.9%
Average expected life (years) 7.2 6.7 7.8

Forfeiture rate 7.8% 9.0% 9.2%

The options granted had a weighted average fair value per share on
date of grant of $11.70 in 2002, $12.40 in 2001, and $8.63 in 2000. For
purposes of pro forma disclosure, the estimated fair value of the

options is amortized to expense over the options’ vesting periods.

{Amounts in thousands, Year ended December 31,
except per share amounts) 2002 2001 2000

Net earnings (loss), as reported $53,025  $(1,497) $13,241
Restricted stock compensation
expense included in net earnings
(loss), net of related tax effects 472 842 687
Less: Stock-based employee
compensation expense determined
under fair value method for all
awards, net of related tax effects (3,562) (3,713)  (4,505)
Pro forma net earnings (loss) $49,935  $(4,368) $ 9,423
Earnings (loss) per share
(basic and diluted):
As reported $ 102 $(004) $§ 035
Pro forma $ 096 $(0.11) $ 0.25

Because the determination of the fair value of all options granted
includes an expected volatility factor and because additional option
grants are expected to be made each year, the above pro forma disclo-

sures are not representative of pro forma effects for future years.
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ResTRICTED SToCK PLANS

The Company also has restricted stock plans that authorize the
Company to grant up to 5,742 additional shares of common stock to
employees and non-employee directors. In general, the restrictions on
the shares do not lift for a period of at least one but not more than ten
years and are subject to forfeiture during the restriction period. The
intrinsic value of the shares, which is typically the product of share
price at the date of grant and the number of shares granted, is amor-
tized on a straight line basis to compensation expense over the periods
in which the restrictions lapse. Any cumulative recognized expense
related to restricted stock forfeited is reversed from income during the

period of forfeiture.

The following table summarizes information regarding the

restricted stock plans:

Year ended December 31,
2002 2001 2000

Shares granted during the year 31,100 27,700 26,645

Weighted average grant date fair

value per share $ 2720 $ 2549 § 13.42

Compensation expense,
net of forfeitures of previously

recognized expense (in thousands) $ 719 $ 1,320 $ 1,041

Unexpired shares with unmet

restrictions at December 31 79,232 123,658 186,798

NOTE 8: DERIVATIVES AND HEDGING ACTIVITIES

The Company enters into forward contracts to hedge its risk associated
with transactions denominated in foreign currencies. The Company’s
risk management and derivatives policy specify the conditions in
which the Company enters into derivative contracts. As of December
31,2002 and 2001, the Company had approximately $48.6 million and
$69.4 million, respectively, of notional amount in outstanding
contracts with third parties. As of December 31, 2002, the maximum
length of any forward contract currently in place was less than one
year. The fair value of outstanding forward contracts at December 31,
2002 and 2001 was $3.3 million and $(0.3) million, respectively.

The Company, also as part of its risk management program, enters
into interest rate swap agreements to hedge its exposure to floating
Interest rates on certain portions of its debt. As of December 31, 2002
and 2001, the Company had $125.0 million and $150.0 million, respec-
tively, of notional amount in outstanding interest rate swaps with third
parties. As of December 31, 2002, the maximum length of any interest

rate contract currently in place was approximately four years. At
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December 31, 2002 and 2001, the fair value of the interest rate swap
agreements was a liability of $9.8 million and $6.3 million, respectively.

The Company is exposed to risk from credit-related losses resulting
from nonperformance by counterparties to its financial instruments.
The Company performs credit evaluations of its counterparties under
forward contracts and interest rate swap agreements and expects all
counterparties to meet their obligations and has not experienced credit
losses from its counterparties.

The Company adopted SFAS No. 133, “Accounting for Derivative
Instruments and Hedging Activities,” as amended, on January 1, 2001.
In accordance with the transition provisions of SFAS 133, the
Company recorded a net $0.8 million cumulative-effect adjustment in
other comprehensive income representing the fair value of hedging
instruments as of January 1, 2001 after deferred tax of $0.5 million.
The net asset amount of $1.3 million consists of a $3.4 million asset
related to foreign currency forward contracts, offset by a liability of
$2.1 million related to interest rate swap agreements,

Hedging related transactions, recorded to other comprehensive

income (expense), net of deferred taxes, are summarized below:

Other
Comprehensive
Income (Expense)
(Amounts in thousands) 200210 2001
Recognize fair value at
January 1, 2001 of:
Interest rate swap agreements $ - $(1,355)
Forward contracts - 2,195
Reclassification to earnings for
settlements during the year:
Interest rate swap agreements 4,336 1,205
Forward contracts 177 660
Change in fair value:
Interest rate swap agreements (6,603) (3,790)
Forward contracts 1,929 (3,060)
Year ended December 31 $ (161) $(4,145)

(1) assumes an income tax rate of 37.0%.

The following amounts net of deferred taxes represent the expected

recognition into income for the Company’s hedging contracts:

Interest Forward
(Amounts in millions) Rate Swap Contracts Total
2003 $(4.0) $3.3 $(0.7)
2004 (2.6) - (2.6)
2005 (1.6) ~ (1.6)
2006 (1.6} -~ (1.6)
2007 - -~ -
Thereafter - ~ -
Total $(9.8) $3.3 $(6.5)

NOTE 9: DETAILS OF CERTAIN CONSOLIDATED

BALANCE SHEET CAPTIONS

The following tables present financial information of certain consoli-
dated balance sheet captions. The increases in the balances generaily
relate to the IFC acquisition in May 2002.

PROPERTY, PLANT AND EQUIPMENT

Property, plant and equipment were:

December 31,

(Amounts in thousands) 2002 2001
Land $ 56,468 $ 46,655
Buildings, improvements,

furniture and fixtures 369,895 344,682
Machinery, equipment, capital

leases and construction in progress 386,748 266,094

813,111 657,431

Less: Accumulated depreciation (348,663) (295,043)
Net property, plant and equipment $ 464,448 $ 362,388

OTHER ASSETS

Other assets were:

December 31,

(Amounts in thousands) 2002 2001

Deferred tax assets $ 7,572 $ 61,205
Investments in unconsolidated affiliates 34,753 18,713
Prepaid financing fees 22,216 31,787
Deferred compensation funding 15,564 16,250
Other 22,091 17,239
Total $102,196 $145,194
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ACCRUED LIABILITIES

Accrued liabilities were:

December 31,

(Amounts in thousands) 2002 2001

Wages, compensation, and

other benefits $ 97,655 $ 84,161
Restructuring costs 16,394 5,521
Interest expense 13,836 17,199
Commissions and royalties 6,853 3,372
Progress billings in excess of

accumulated costs 4,179 13,747
Other 83,880 69,768
Total $222,797 $193,768

RETIREMENT BENEFITS AND OTHER LIABILITIES

Retirement benefits and other liabilities were:

December 31,

(Amounts in thousands) 2002 2001
Retirement benefits $277,066 $146,761
Deferred taxes 3,469 61,189
Deferred compensation 7,149 10,752
Other 16,533 9,261
Total $304,217 $227,963
NQOTE 10: DEBT AND LEASE OBLIGATIONS
Debt, including capital lease obligations, consisted of:
December 31,

(Amounts in thousands) 2002 2001
Term Loan Tranche A, interest

rate of 3.94% and 5.19% (Euro)

in 2002 and 4.69%, 4.88% and

5.06% in 2001 $ 259,265 $ 257,078
Term Loan Tranche B, interest

rate of 5.63% and 5.81% in 2001 - 469,842
Term Loan Tranche C, interest rate

of 4.19% in 2002 580,473 -
Senior Subordinated Notes, net of

discount, interest rate of 12.25% 253,988 243,370
Revolving credit agreement,

interest rate of 3.94% in 2002

and 4.69% in 2001 - 70,000
Capital lease obligations and other 632 455

1,094,358 1,040,745

Less amounts due within one year 38,610 44,523
Total debt due after one year $1,055,748 % 996,222
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Maturities of debt, including capital lease obligations, for the next

five years and beyond are:

Senior Capital
(Amounts in Term Subordinated Lease &
thousands) Loans Notes Other Total
2003 $ 38,564 $ - $ 46 $ 38,610
2004 81,176 - 172 81,348
2005 86,365 - - 86,365
2006 63,196 - - 63,196
2007 83,641 - - 83,641
Thereafter 486,796 253,988 414 741,198
Total $839,738 $253,988 $632 $1,094,358

Senior Credit Facilities

During the second quarter of 2002, in connection with the IFC acqui-

sition, the Company amended and restated its senior credit facilities,

to provide for:

» an incremental Tranche A term loan in an aggregate principal
amount of $95.3 million; and

« a new Tranche C term loan facility of $700 million, to be used to
repay all of the existing Tranche B term loan facility of $468.8 mil-
lion, repay $11.3 million of the existing Tranche A term loan, reduce
the then outstanding balance on the revolving credit facility by $40

million and provide funds to be used to finance the IFC acquisition.

As part of the amended and restated senior credit facility, several
covenants were modified, including various financial ratios, interest
rates were adjusted and other terms of the facility were changed
primarily to allow for the IFC acquisition. The senior credit facilities
are collateralized by substantially all of the Company’s domestic assets
and a pledge of 65% of the stock of the foreign subsidiaries.

The term loans require scheduled principal payments, which began
on June 30, 2001 for the Tranche A loan and on December 31, 2002 for
the Tranche Cloan. The Tranche A and Tranche C loans have ultimate
maturities of June 2006 and June 2009, respectively. The term loans
bear floating interest rates based on LIBOR plus a borrowing spread,
or the prime rate plus a borrowing spread, at the option of the
Company. The borrowing spread for the senior credit facilities can
increase or decrease based on the leverage ratio as defined in the credit
facility agreement and on the Company’s public debt ratings. In 2002,
the Company made $33.8 million of mandatory and $170 million of
optional principal repayments on the term loans. Additionally, during
2002 the Company repaid the $70 million outstanding at December

31, 2001 under the revolving credit agreement.
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As a result of the $170 million of optional debt prepayments during
2002, a portion of previously paid deferred financing fees were written
off and recognized as an extraordinary loss of $1.1 million, after tax

consideration, summarized as follows:

3rd 4th
(Amounts in millions) Quarter Quarter Total
Optional prepayment $70.0 $100.0 $170.0
Extraordinary loss (net of tax) 0.5 0.6 1.1

(1) does not include the $6.3 million extraordinary loss associated with repayment of
Tranche B during the second quarter of 2002, which yields total extraordinary losses
of $7.4 million.

Under the senior credit facilities, the Company also has a $300 mil-
lion revolving credit facility that expires in June 2006. The revolving
credit facility also allows the Company to issue up to $200 million in
letters of credit. As of December 31, 2002, there were no amounts out-
standing under the revolving credit facility, whereas $70 million was
outstanding at December 31, 2001. The Company had issued $51.8
million and $27.4 million of letters of credit under the facility, which
reduced borrowing capacity of the facility to $248.2 million and
$202.6 million at December 31, 2002 and 2001, respectively.

The Company is required, under certain circumstances as defined
in the credit facility, to use a percentage of excess cash generated from
operations to reduce the outstanding principal of the term loans in the
following year. No additional principal payments are due in 2003

under this provision.

Senior Subordinated Notes

At December 31, 2002, the Company had $188.5 million and EUR 65
million (equivalent to $68.25 million) face value of Senior
Subordinated Notes outstanding. These notes were issued during 2000
by the Company and its Dutch subsidiary, Flowserve Finance B.V. At
the date of issuance, the Senior Subordinated Notes, due in August
2010, resulted in proceeds of $285.9 million (U.S. dollar Notes) or
$290.0 million face amount less discount of $4.1 million and EUR
98.6 million (Euro Notes) or EUR 100 million face amount less
discount of EUR 1.4 million, which then equated to $89.2 million. The
U.S. dollar Notes and the Euro Notes are general unsecured obliga-
tions of the Company and of Flowserve Finance B.V,, respectively,
subordinated in right of payment to all existing and future senior
indebtedness of the Company and of Flowserve Finance B.V.,
respectively, and guaranteed on a full, unconditional, joint and several
basis by the Company’s wholly-owned domestic subsidiaries and, in

the case of the Euro Notes, by the Company.

The Senior Subordinated notes were originally issued at a discount
to yield 12.5%, but bear interest at 12.25%. Approximately one-third
of these Senior Subordinated Notes were repurchased at a premium in
2001 utilizing proceeds of an equity offering, under which approximately
6.9 million shares of its common stock were issued for net proceeds of
approximately $154 million. Proceeds under the offering were used to:

prepay $101.5 million of the U.S. dollar tranche;

+ prepay EUR 35 million ($31 million) of the Euro tranche of the
senior subordinated notes; and

pay associated prepayment premiums and other direct costs.

During 2001, as a result of the repurchase, the Company recorded
an extraordinary item of $17.9 million, net of $7.1 million of tax,
which represented the sum of the prepayment premiums, other direct
costs, and the write-off of unamortized prepaid financing fees and dis-
count for the portion of these notes that was prepaid.

Beginning in August 2005, all remaining Senior Subordinated
Notes outstanding become callable by the Company at 106.125% of
face value. Interest on the Notes is payable semi-annually in February

and August.

Debt Covenants and Other Matters
The provisions of the Company’s senior credit facilities require it to
meet or exceed specified defined financial covenants, including a
leverage ratio, an interest coverage ratio, and a fixed charge coverage
ratio. Further, the provisions of these and other debt agreements gen-
erally limit or restrict indebtedness, liens, sale and leaseback transac-
tions, asset sales, and payment of dividends, capital expenditures, and
other activities. As of December 31, 2002, the Company was in com-
pliance with all covenants under its debt facilities.

In 2000, the Company recorded an extraordinary item of $2.1 mil-
lion, which is net of tax of $1.2 million, for prepayment premiums and
the write-off of prepaid financing fees associated with the prepayment

of certain long-term debt.

Operating Leases

The Company has noncancelable operating leases for certain offices,
service and quick response centers, certain manufacturing and opera-
tions facilities and machinery, equipment and automobiles. Rental
expense relating to operating leases was $22,964 in 2002, $14,041 in
2001 and $13,020 in 2000.
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The future minimum lease payments due under noncancelable

operating leases are:

2003 $20,614
2004 14,570
2005 10,429
2006 6,071
2007 4,220
Thereafter 4,644
Total $60,548

NOTE 11: RETIREMENT AND POSTRETIREMENT BENEFITS

The Company sponsors several noncontributory defined benefit
pension plans, covering substantially all domestic employees and
certain foreign employees, which provide benefits based on years of
service and compensation. Retirement benefits for all other employees
are provided through defined contribution pension plans, cash
balance pension plans and government-sponsored retirement programs.
All defined benefit pension plans are funded based on independent
actuarial valuations to provide for current service and an amount
sufficient to amortize unfunded prior service over periods not to

exceed thirty years.

DomesTic DeFINED BENEFIT PLANS
Net defined benefit pension expense for domestic pension plans

(including both qualified and nonqualified plans) was:

Year ended December 31,
(Amounts in thousands) 2002 2001 2000

Service cost-benefits earned
during the period $ 13,050 $ 9,550 $ 8,753
Interest cost on projected

benefit obligations 15,970 16,169 15,396

Expected return on plan assets (18,874) (20,346) (19,996)
Settlement/curtailment of benefits 570 - -
Amortization of unrecognized

prior service benefit (1,408) (1,292)  (1,313)
Amortization of unrecognized

net loss (gain) 427 - (404)
Special termination expense - - 5,210

Domestic pension expense $ 9,735 $ 4,081 $ 7,646

The special termination expense in 2000 represented costs relating
to a plant closure and as such, were recorded as restructuring expense

in the consolidated statements of operations.
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The following table reconciles the domestic plans’ funded status to

amounts recognized in the Company’s consolidated balance sheets:

December 31,

(Amounts in thousands) 2002 2001 2000

Accumulated benefit obligations ~ $ 246,715 $238,163 $225,564
Plan assets, at fair value 141,048 191,017 225,659
Funded status (105,667) (47,146) 95
Unrecognized net loss 95,079 46,388 6,884

(16,170) (19,031) (20,810)
(49,407) (17,111)  (1,019)
(29,085) (10,125) -
$(105,250) $(47,025) $(14,850)

Unrecognized prior service benefit
Minimum pension liability
Deferred tax asset

Net pension liability

Discount rate 6.75% 7.0% 7.5%
Rate of increase in

compensation levels 4.5% 4.5% 4.5%
Long-term rate of

return on assets 9.0% 9.5% 9.5%

During 2002, the Company increased its additional minimum
liability by $32.3 million, net of tax, as a component of other compre-
hensive expense. This additional liability resulted from the market
performance of the assets during 2002 and the increase in employees
participating in the plans resulting from the IFC, IDP and Invatec
acquisitions. The Company increased its additional minimum liability
by $16.2 million in 2001 for similar acquisition-related and asset per-
formance reasons.

Based on the results of pension plan and asset returns during 2002
and on the likely return ovér the intermediate future, the Company
reduced its assumption for the rate of return of such assets from 9.5% to
9.0% for 2002. Similarly, the Company reduced the discount rate from
7.0% to0 6.75% to reflect current and intermediate outlook for prevailing
rates. The Company continues to evaluate its assumptions for asset
returns and discount rates based on prevailing economic factors, and
plans to reduce the rate of return on plan assets in 2003 to a range
between 8.5% to 8.75%. Additionally, the Company anticipates
contributing a minimum of $16.8 million up to $47.7 million to its

domestic pension plan during 2003.
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The following is a reconciliation of the domestic plans’ defined

benefit pension obligations:

Year ended December 31,

The following table reconciles the foreign plans’ funded status to

amounts recognized in the Company’s consolidated balance sheets:

December 31,
(Amounts in thousands) 2002 2001 2000

(Amounts in thousands) 2002 2001 2000
Beginning benefit obligations $238,163 $225,564 $203,761
Service cost 13,050 9,550 8,753
Interest cost 15,970 16,169 15,396
Acquisitions 4,070 - -
Curtailment of benefits 174 - -
Plan amendments 640 346 (842)
Actuarial loss 5,095 10,429 11,323
Benefits paid (30,447) (26,011) (18,037)
Special termination costs - 2,116 5,210

Ending benefit obligations $246,715 $238,163 $225,564

The special termination costs in 2001 and 2000 represent a liability
assumed in the acquisition of IDP that was reclassified from the
restructuring reserve.

The following is a reconciliation of the domestic plans’ defined

benefit pension assets:

Year ended December 31,
(Amounts in thousands) 2002 2001 2000

$191,017 $225,659 $233,722

Beginning plan assets

(Loss) return on plan assets (26,343) (9,002) 9,391
Company contributions 4,593 371 583
Acquisitions 2,228 - -

(30,447) (26,011) (18,037)
$141,048 $191,017 $225,659

Benefits paid

Ending plan assets

ForeiGh DEeEFINED BENEFIT PLANS

Net defined benefit pension expense for foreign pension plans was:

Year ended December 31,
{Amounts in thousands) 2002 2001 2000

Service cost-benefits earned

during the period $ 1,641 $ 1,839 $ 1,506

Interest cost on projected

benefit obligations 5,244 2,703 1,193

Expected return on plan assets (3,625) (2,955)  (1,460)
Curtailment 7 50 -
Amortization of unrecognized

net (gain) loss 402 (47) (55)
Foreign pension expense $3,669 $1,590 §$1,184

Accumulated benefit obligations $120,181 $ 44,898 $46,036
Plan assets, at fair value 42,420 33,384 37,593

Funded status (77,761) (11,514}  (8,443)
Unrecognized net transition asset - - (55)
Minimum pension liability (10,782) (131) (131)
Deferred tax liability (6,331) - -

Unrecognized net loss 21,103 6,104 1,896
$(73,771) % (5,541) $(6,733)

Net pension liability

Discount rate 5.79% 6.15% 5.99%
Rate of increase in

compensation levels 3.1% 3.3% 3.4%
Long-term rate of

return on assets 8.1% 8.0% 7.7%

The increase in the benefit obligations during 2002 predominately
reflects the obligations assumed under the IFC acquisition. During
2002 the Company increased its additional minimum liability by $10.6
million, net of tax, as a component of other comprehensive expense.
This additional liability resulted from the market performance of the
assets during 2002 and the increase in employees participating in the
plans resulting from the [FC acquisition.

The following is a reconciliation of the foreign plans’ defined

benefit pension obligations:

Year ended December 31,
(Amounts in thousands) 2002 2001 2000

Beginning benefit obligations $ 44,898 $46,036 $ 4,984
Acquisitions 55,795 - 39,650
Service cost 1,641 1,839 1,507
Interest cost 5,244 2,703 1,193
Employee contributions 519 568 385
Curtailments - (3,606) -
Actuarial loss (gain) 2,201 1,706 (820)
Benefits paid (4,466)  (2,481) (1,162)
Foreign exchange impact 14,349 (1,867) 299
Ending benefit obligations $120,181 $44,898 $46,036
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The following is a reconciliation of the foreign plans’ defined

benefit pension assets:

Year ended December 31,
{Amounts in thousands) 2002 2001 2000

(CONTINUED)

Net postretirement benefit expense is comprised of:

Year ended December 31,
2001 2000

(Amounts in thousands) 2002

Service cost — benefits earned

Beginning plan assets $33,384  $37,593 §$ 5411 during the period $ 292 § 246 $ 869

Acquisitions 9,427 ~ 33,689 Interest cost on accumulated

Employee contributions 519 568 385 postretirement benefit obligation 6,839 6,630 4,707

Company contributions 4,536 2,194 904 Amortization of unrecognized

Foreign exchange impact 3,828 {1,165) (285) prior service benefit (2,685)  (2,306) $(2,002)
Return (loss) on plan assets (4,808) (3,325)-  (1,651) Amortization of net loss 1,065 - -

Benefits paid (4,466)  (2,481) (860) Curtailment - - 5,904

Ending plan assets $42,420  $33,384 $37,593 Postretirement benefit expense $ 5,511 $ 4,570 $ 9,478

DiscLOSURES FOR DEFINED BENEFIT PLANS WITH
AccumuULATED BENEFIT OBLIGATIONS IN EXCESS OF PLAN ASSETS
The following summarizes key combined domestic and foreign

pension plan information:

December 31,
(Amounts in thousands) 2002 2001 2000

Accumulated benefit obligations $366,896 $279,593 $19,411
Fair value of plan assets 183,468 224,401 213

DerineD CoNTRIBUTION PLARNS

The Company sponsors several defined contribution plans covering
substantially all domestic and Canadian employees and certain other
foreign employees. Employees may contribute to these plans, and
these contributions are matched in varying amounts by the Company.
The Company may also make additional contributions for eligible
employees. Defined contribution plan expense for the Company was
$6,633 in 2002, $9,421 in 2001, and $7,324 in 2000.

PoSTRETIREMENT MEDICAL PLANS

The Company also sponsors several defined benefit postretirement
health care plans covering most current and a limited number of
future retirees in the United States. These plans are for medical and
dental benefits and are administered through insurance companies
and health maintenance organizations. The plans include participant
contributions, deductibles, co-insurance provisions and other limita-
tions, and are integrated with Medicare and other group plans. The
plans are funded by the Company as insured benefits and health
maintenance organization premiums are incurred. The benefits are no

longer available to new employees and most existing employees.

64

The following is a reconciliation of the accumulated postretire-

ment benefits obligations:

Year ended December 31,
(Amounts in thousands}) 2002 2001 2000

Beginning accumulated

postretirement benefit

obligations $103,440 § 89,331 $49,045
Service cost 292 246 869
Interest cost 6,839 6,630 4,707
Curtailment - - 11,537
Plan amendments (14,362) - (3,000)
Acquisition 1,076 - 25,000
Actuarial loss 2,345 15,661 5,441
Benefits paid (7,960) (8,428)  (4,268)

Ending accumulated
postretirement benefit

obligations $ 91,670 $103,440 $89,331

During 2002, the Co-mpany renegotiated certain of its union
contracts which limited the Company’s obligation for postretirement
medical costs. The effect of this change will generally reduce expenses
in future periods.

Effective with the purchase of IDP on August 8, 2000, the
Company assumed postretirement liabilities for all former eligible IDP
active employees as of the date of the purchase. In connection with the
restructuring plans announced in 2000, a curtailment liability of $11.5
million was recognized to reflect termination related postretirement
obligations. Of this amount, $5.9 million was included in restructuring
expense as it related to former Flowserve employees and $5.6 million

was included in goodwill as it related to former IDP employees.
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The following table presents the components of postretirement
benefit amounts recognized in the Company’s consolidated balance

sheets:

December 31,

(Amounts in thousands) 2002 2001 2000

Accumulated postretirement
$ 91,670 $103,440 $89,331
Unrecognized prior service benefit 23,272 11,595 14,014

benefit obligations

Unrecognized net loss (21,033) (19,753)  (4,205)
Accrued postretirement benefits $ 93,909 § 95282 $99,140
Discount rate 6.75% 7.0% 7.5%

The assumed ranges for the annual rates of increase in per capita
costs for periods prior to Medicare were 10.0% for 2002 and 2001 and
a gradual decrease to 5.0% for 2007 and future years.

Increasing the assumed rate of increase in postretirement medical
benefit costs by 1% in each year would increase net postretirement
benefit expense by approximately $450 and accumulated postretire-
ment benefit obligation by $6,443. Reducing the assumed rate of
postretirement medical benefit costs by 1% in each year would reduce
net postretirement benefit expense by approximately $416 and
accumulated benefit obligations by $5,967.

The Company made contributions to the defined benefit
postretirement medical plans of $7,960 in 2002, $8,428 in 2001 and
$4,268 in 2000.

NCTE 12: CONTINGENCIES

As of December 31, 2002, the Company was involved as a “potentially
responsible party” (PRP) at two former public waste disposal sites that
may be subject to remediation under pending government procedures.
The sites are in various stages of evaluation by federal and state envi-
ronmental authorities. The projected cost of remediating these sites, as
well as the Company’s alleged “fair share” allocation, is uncertain and
speculative until all studies have been completed and the parties have
either negotiated an amicable resolution or the matter has been judi-
cially resolved. At each site, there are many other parties who have
similarly been identified, and the identification and location of addi-
tional parties is continuing under applicable federal or state law. Many
of the other parties identified are financially strong and solvent com-
panies that appear able to pay their share of the remediation costs.
Based on the Company’s preliminary information about the waste dis-
posal practices at these sites and the environmental regulatory process
in general, the Company believes that it is likely that ultimate remedi-

ation liability costs for each site will be apportioned among all liable

parties, including site owners and waste transporters, according to the
volumes and/or toxicity of the wastes shown to have been disposed of
at the sites.

The Company is a defendant in numerous pending lawsuits (which
include, in many cases, multiple claimants) that seek to recover damages
for alleged personal injury allegedly resulting from exposure to
asbestos-containing products formerly manufactured and/or distributed
by the Company. All such products were used within self-contained
process equipment, and management does not believe that there was
any emission of ambient asbestos-containing fiber during the use of
this equipment.

The Company is also a defendant in several other product liability
lawsuits that are insured, subject to the applicable deductibles, and certain
other noninsured lawsuits received in the ordinary course of business.
Management believes that the Company has adequately accrued esti-
mated losses for such lawsuits. No insurance recovery has been projected
for any of the insured claims, because management currently believes
that all will be resolved within applicable deductibles. The Company is
also a party to other noninsured litigation that is incidental to its busi-
ness, and, in management’s opinion, will be resolved without a material
adverse impact on the Company’s financial statements.

Although none of the aforementioned potential liabilities can be
quantified with absolute certainty, the Company has established
reserves covering these possible exposures, which management believes
are reasonable based on past experience and available facts. While addi-
tional exposures beyond these reserves could exist, none gives rise to
any additional liability that can now be reasonably estimated, and the
Company believes any such costs will not have a material adverse
impact on the Company. The Company will continue to evaluate these
potentially additional contingent loss exposures and, if they develop,

recognize expense as soon as such losses can be reasonably estimated.

NOTE 13: WARRANTY RESERVE
The following is a summary of the activity in the Company’s warranty

reserve during 2002:

2002
Balance at the beginning of the year $15,098
Accruals during the year for warranty expense 20,625
Additions via acquisition 1,070
Settlements made during the year (21,364)
Balance at the end of the year $15,429
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NOTE 14: SHAREXHOLDERS' EQUITY

Fach share of the Company’s common stock contains a preferred
stock purchase right. These rights are not currently exercisable and
trade in tandem with the common stock. The rights become exercis-
able and trade separately in the event of certain significant changes in
common stock ownership or on the commencement of certain tender
offers that, in either case, may lead to a change of control of the
Company. Upon becoming exercisable, the rights provide shareholders
the opportunity to acquire a new series of the Company’s preferred
stock to be then automatically issued at a pre-established price. In the
event of certain forms of acquisition of the Company, the rights also
provide Company shareholders the opportunity to purchase shares of
the acquiring Company’s common stock from the acquirer at a 50%
discount from the current market value. The rights are redeemable for
$0.022 per right by the Company at any time prior to becoming exer-
cisable and will expire in August 2006.

NOTE 15: INCOME TAXES

The provision (benefit) for income taxes consisted of the following:

Year ended December 31,
{Amounts in thousands) 2002 2001 2000
Current:
U.S. federal $(22,384) $ - & (98
Non-U.S. 17,868 20,992 8,775
State and local 1,035 373 1,097
Total current (3,481) 21,365 9,774
Deferred:
U.S. federal 23,288  (24,919) (2,924)
Non-U.S. 7,565 6,545 (455)
State and local 27) (865) 319
Total deferred 30,826 (19,239)  (3,060)

Total provision $27,345 § 2,126 $6,714

The provision (benefit) for income taxes is included in the consoli-

dated financial statements as follows:

Year ended December 31,
(Amounts in thousands) 2002 2001 2000
Earnings before
extraordinary items $31,674 $ 9,275 % 7,876
Extraordinary items (4,329) (7,149) (1,162)
Total provision $27,345  $ 2,126 $ 6,714
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(CONTINUED)

During 2002, the Company recorded an extraordinary item for
costs totaling $11.7 million associated with the prepayment of long-
term debt. The $4.3 million tax benefit on the extraordinary item
reflects a federal and state benefit at 37.0%.

The provision for income taxes on earnings before extraordinary

items was different from the statutory corporate rate due to the following:

Year ended December 31,

(Amounts in thousands) 2002 2001 2000
U.S. federal income tax rate 35.0%  35.0% 35.0%
Non-U.S. tax rate differential

and utilization of operating

loss carryforwards 1.6 1.9 1.2
State and local income taxes, net 0.7 (0.5) 45
Utilization of tax credits - (0.2) (6.5)
Extraterritorial income exclusion (4.1) 2.3 (4.8)
Goodwill - 5.3 4.6
Meals and entertainment 1.1 4.3 4.0
Equity in income of

unconsolidated subsidiaries - (3.1) (5.3)
Tax contingencies 2.5 (12.5) -
Other, net (2.4) 3.7 1.3
Effective tax rate 34.4%  36.2% 34.0%
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Deferred income taxes reflect the net tax effects of temporary
differences between the carrying amounts of assets and liabilities for
financial reporting purposes and the amounts used for income tax
purposes. Significant components of the Company’s consolidated

deferred tax assets and liabilities were:

December 31,
(Amounts in thousands) 2002 2001

Deferred tax assets related to:

Retirement benefits $ 77,478 $ 55,688

Net operating loss carryforwards 20,880 35,255
Compensation accruals 14,344 7,147
Inventories 9,878 4,690
Credit carryforwards 26,187 35,797
Loss on dispositions 1,962 1,693
Warranty and accrued liabilities 2,503 5,915
Restructuring charge 4,511 4,117
Other - -

Total deferred tax assets 157,743 150,302
(17,634) (18,603)

$140,109 $131,699

Valuation allowances

Net deferred tax assets
Deferred tax liabilities related to:

Property, plant and equipment $ 39,616 $ 38,736
Goodwill and intangibles 41,821 30,341
Reserve for open tax years and other 21,845 27,370
Total deferred tax liabilities $103,282 $ 96,447
Deferred tax assets, net $ 36,827 § 35,252

The Company has recorded valuation allowances to reflect the
estimated amount of deferred tax assets that may not be realized due
to the expiration of net operating loss and foreign tax credit carryfor-
wards. The decrease in the valuation allowances during 2002 was
primarily attributable to the Company’s ability to use foreign tax credit
carryforwards. The Company had approximately $59.7 million of net
operating loss carryforwards at December 31, 2002, of which approxi-
mately 86% was generated outside the United States of America. Net
operating losses generated in the United States will begin to expire in
2017, if unused. Additionally, the Company had approximately $25.8
million of foreign tax credit carryforwards at December 31, 2002,
which expire in 2004 through 2006 if unused.

Earnings before income taxes comprised:

Year ended December 31,

(Amounts in thousands) 2002 2001 2000

U.s. $12,622 $(51,694) $ 1,114
Non-U.S. 79,448 77,323 22,070
Total $92,070 $ 25,629 $23,184

Undistributed earnings of the Company’s non-U.S. subsidiaries
amounted to approximately $226.4 million at December 31, 2002.
These earnings are considered to be indefinitely reinvested and,
accordingly, no additional United States income taxes or non-U.S.
withholding taxes have been provided. Determination of the amount
of additional taxes that would be payable if such earnings were not

considered indefinitely reinvested is not practical.

NOTE 16: SEGMENT INFORMATION

The Company is principally engaged in the worldwide design,
manufacture, distribution and service of industrial flow management
equipment. The Company provides pumps, valves and mechanical
seals primarily for the petroleum industry, the chemical-processing
industry, power-generation industry, water industry, general industry
and other industries requiring flow management products.

The Company has the following three divisions, each of which
constitutes a business segment:

*  Flowserve Pump Division;
*  Flow Solutions Division; and

Flow Control Division.

Each division manufactures different products and is defined by
the type of products and services provided. Each division has a
President, who reports directly to the Chief Executive Officer, and a
Division Controller, who reports directly to the Division President and
the Chief Financial Officer. For decision-making purposes, the Chief
Executive Officer and other members of upper management use
financial information generated and reported at the division level. The
Company’s corporate headquarters does not constitute a separate
division or business segment.

Amounts classified as All Other include the corporate headquarters
costs and other minor entities that are not considered separate
segments. The Company evaluates segment performance and allocates
resources based on profit or loss excluding integration expenses,
restructuring expense, interest expense, other income or expense,
income taxes, extraordinary items, and in 2002 a one-time purchase
accounting adjustment associated with the write-up and subsequent
sale of acquired inventory. Intersegment sales and transfers are recorded
at cost plus a profit margin.

Effective July 1, 2002, the Company realigned its operating segments.
Under the new organization, the Flow Solutions Division includes the
Company’s seal operations, while the Company’s pump and valve
service businesses (previously included in the Flow Solutions
Division) have been included, as appropriate, in the Flowserve Pump
Division and Flow Control Division, respectively. Segment informa-
tion for all periods presented herein have been reported under the new

organization structure.
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Subtotal —
{(Amounts in thousands) Reportable Consolidated
Year ended December 31, 2002 Flowserve Pump Flow Solutions Flow Control Segments All Other Total
Sales to external customers $1,199,087 $327,130 $719,113 $2,245,330 $ 6,001 $2,251,331
Intersegment sales 5,517 23,537 7,247 36,301 (36,301) -
Segment operating income
(before special items)"” 134,731 64,684 48,421 247,836 $(33,988) 213,848
Depreciation and amortization 30,374 7,189 22,456 60,019 5,294 65,313
Identifiable assets $1,370,153 $182,984 $991,100 $2,544,237 $ 63,428 $2,607,665
Capital expenditures 12,145 3,066 11,104 26,315 4,560 30,875
Subtotal ~
(Amounts in thousands) Reportable Consolidated
Year ended December 31, 2001 Flowserve Pump Flow Solutions Flow Control Segments All Other Total
Sales to external customers $1,161,250 $308,092 $442,790 $1,912,132 $ 5,375 $1,917,507
Intersegment sales 8,976 19,917 8,697 37,590 (37,590) -
Segment operating income
(before special items)"” 144,460 51,501 39,243 235,204 (31,215) 203,989
Depreciation and amortization 44,475 9,451 13,751 67,677 6,178 73,855
Identifiable assets $1,360,743 $194,255 $357,106 $1,912,104 $139,871 $2,051,975
Capital expenditures 19,307 5,217 8,899 33,423 1,802 35,225
Subtotal —
(Amounts in thousands) Reportable Consolidated
Year ended December 31, 2000 Flowserve Pump Flow Solutions Flow Control Segments All Other Total
Sales to external customers $ 792,630 $310,447 $429,213 $1,532,290 $ 6,003 $1,538,293
Intersegment sales 15,941 16,966 10,925 43,832 (43,832) -
Segment operating income
(before special items)™” 89,690 46,580 39,736 176,006 (29,400) 146,606
Depreciation and amortization 30,147 9,511 13,525 53,183 3,854 57,037
Identifiable assets $1,421,921 $193,247 $343,007 $1,958,175 $151,968 $2,110,143
Capital expenditures 10,915 6,935 5,384 23,234 4,585 27,819

(1) Special items reflect costs associated with the IFC acquisition including a $5.2 million negative purchase accounting adjustment associated with the required write-up and sale of inventory
{recorded as a cost of sales), integration expense of $16.2 million and restructuring expense of $4.3 million.

(2) Special items reflect integration expense of $63.0 million and restructuring expense of $(1.2) million associated with the acquisition and integration of IDP.

(3) Special items reflect integration expense of $35.2 million and restructuring expense of $19.4 million associated with the acquisition and integration of IDP.
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RECONCILIATION OF SEGMENT [NFORMATION
To CONSOLIDATED AMOUNTS
Significant items from the Company’s reportable segments can be

reconciled to the consolidated amounts as follows:

(Amounts in thousands) Year ended December 31,

Profit 2002 2001 2000

Total segment operating
income (before special

items) $ 247,836 § 235204 $ 176,006
Corporate expenses
and other 33,988 31,215 29,400
Net interest expense 92,933 118,072 70,321
Other expense {income) 3,079 (1,547} (1,474)
Special items:
Purchase accounting
adjustment associated
with the required write-
up of inventory 5,240 - -
Integration expenses 16,179 63,043 35,211
Restructuring expenses 4,347 (1,208) 19,364

Earnings before

income taxes $ 92,070 $ 25,629 $ 23,184

(Amounts in thousands) Year ended December 31,

Assets 2002 2001 2000

Total assets for

reportable segments $2,544,237 $1,912,104 $1,958,175
Other assets 128,524 213,175 220,220
Elimination of inter-

segment receivables (65,096) (73,304) (68,252)
Total assets 32,607,665 $2,051,975 $2,110,143

GEOGRAPHIC INFORMATION

The Company attributes revenues to different geographic areas based
on the facilities’ location. Long-lived assets are classified based on the
geographic area in which the assets are located. Sales related to and

investments in identifiable assets by geographic area are as follows:

Year ended December 31, 2002
Long-lived

(Amounts in thousands) Sales % Assets %

$1,171,084  52.0% $1,248,709 79.6%
787,910  35.0% 278,748 17.8%
292,337 13.0% 41,604 2.6%

$2,251,331  100.0% $1,569,061 100.0%

United States
Europe

Other"
Consolidated total

Year ended December 31, 2001

Long-lived
(Amounts in thousands) Sales % Assets %

$1,095,622 57.1% $ 802,835 73.5%
568,226  29.7% 256,891 23.5%
253,659  13.2% 32,905 3.0%

§1,917,507 100.0% $1,092,631 100.0%

United States
Europe

Other'
Consolidated total

Year ended December 31, 2000

Long-lived
(Amounts in thousands) Sales % Assets %
$ 950,783 61.8% $ 877,322 76.6%
372,442 24.2% 231,530 20.2%
215,068 14.0% 36,262 3.2%
$1,538,293  100.0% $1,145,114 100.0%

United States
Europe

Other'”
Consolidated total

(1) Includes Canada, Latin America and Asia Pacific. No individual geographic segment
within this group represents 10% or more of consolidated totals.

Net sales to international customers, including export sales from
the United States, represented 56.0%, 48.1% and 38.0% in 2002, 2001
and 2000, respectively.

MaJoR CUSTOMER [NFORMATION
The Company has not received revenues from any customer that repre-

sent 10% or more of consolidated revenues for any of the vears presented.
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NOTE 17: ACCUMULATED OTHER COMPREHENSIVE
INCOME (LOSS)
The following presents the components of accumulated other

comprehensive income (loss}, net of related tax effects:

Year ended December 31,
(Amounts in thousands) 2002 2001 2000

Foreign currency

translation S (82,014)  $(120,765)  $(83,205)
Minimum pension

liability (60,189) (17,242) (1,019)
Hedging derivative

instruments (4,306) (4,145) -
Total $(146,509) $(142,152) $(84,224)

NOTE 18: GUARANTOR AND FINANCIAL INFORMATION

Pursuant to the Senior Subordinated Notes, the following consolidating
financial information presents the consolidating balance sheet as of
December 31, 2002 and 2001, and the related statements of operations
and cash flows for each of the three years in the period ended
December 31, 2002 for:

s Flowserve Corporation, the parent;

»  Flowserve Finance B.V;;

« the guarantor subsidiaries;

> the nonguarantor subsidiaries; and

o the Company on a consolidated basis.

The information includes elimination entries necessary to consoli-
date Flowserve Corporation, the parent, with Flowserve Finance, B.V,,
and guarantor and nonguarantor subsidiaries.

Investments in subsidiaries are accounted for by the parent using
the equity method of accounting. The guarantor and nonguarantor
subsidiaries are presented on a combined basis. The principal elimina-
tion entries eliminate investments in subsidiaries and intercompany
balances and transactions. Separate financial statements for the guar-
antor subsidiaries and the nonguarantor subsidiaries are omitted

because of immateriality.
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CONSOLIDATING STATEMENT OF OPERATIONS

Year ended December 31, 2002

Flowserve Guarantor Nonguarantor Consolidated
(Amounts in thousands) Parent Finance B.V. Subsidiaries Subsidiaries Eliminations Total
Sales $ - $ - $1,239,095 $1,113,970 $(101,734) $2,251,331
Cost of sales - - 908,669 758,865 (101,734) 1,565,800_
Gross profit - - 330,426 355,105 - 685,531
Selling, general and administrative expense - - 301,894 175,029 - 476,923
Integration expenses - - 14,224 1,955 - 16,179
Restructuring expenses - - 2,718 1,629 - 4,347
Operating income - -~ 11,590 176,492 - 188,082
Net interest expense (13,342) 15,736 80,959 9,580 - 92,933
Other expense (income), net 34 - (50,692) 53,737 - 3,079
Equity in earnings of subsidiaries (52,012) - - - 52,012 -
Earnings (loss) before income taxes 65,320 (15,736) (18,677) 113,175 (52,012) 92,070
Provision (benefit) for income taxes 4,924 1,923 (6,910) 31,737 - 31,674
Net earnings (loss) before extraordinary items 60,396 (17,659) (11,767) 81,438 (52,012) 60,396
Extraordinary items, net of income taxes 7,371 - - - - 7,371
Net earnings (loss) $ 53,025 $(17,659) $ (11,767) $ 81,438 $ (52,012) $ 53,025
CONSOLIDATING STATEMENT OF OPERATIONS
Year ended December 31, 2001
Flowserve Guarantor Nonguarantor Consolidated
(Amounts in thousands) Parent Finance B.V. Subsidiaries Subsidiaries Eliminations Total
Sales $ - $ - $1,176,386 $851,043 $(109,922) $1,917,507
Cost of sales - - 826,849 586,028 (109,922) 1,302,955
Gross profit - - 349,537 265,015 - 614,552
Selling, general and administrative expense - - 271,915 138,648 - 410,563
Integration expenses - - 50,187 12,856 - 63,043
Restructuring expenses - - (1,108) (100) - (1,208)
Operating income - - 28,543 113,611 - 142,154
Net interest expense 19,269 2,174 86,731 9,898 - 118,072
Other expense (income), net - 2 (29,046) 27,497 - (1,547)
Equity in earnings of subsidiaries (22,814) — - - 22,814 -
Earnings (loss) before income taxes 3,545 (2,176) (29,142) 76,216 (22,814) 25,629
Provision {benefit) for income taxes (7,130) - (10,782) 27,187 - 9,275
Net earnings (loss) before extraordinary items 10,675 (2,176) (18,360) 49,029 (22,814) 16,354
Extraordinary items, net of income taxes (12,172) (5,679) - - - (17,351)
Net earnings (loss) $ (1,497) $(7,855) $ (18,360) $ 49,029 $ (22,814) $  (1,497)
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CONSOLIDATING STATEMENT OF OPERATIONS

Year ended December 31, 2000

Flowserve Guarantor Nonguarantor Consolidated

(Amounts in thousands) Parent Finance B.V. Subsidiaries Subsidiaries Eliminations Total
Sales $151,825 $ - $857,475 $611,117 $(82,124) $1,538,293
Cost of sales 116,703 - 582,238 414,564 (82,124) 1,031,381
Gross profit 35,122 - 275,237 196,553 - 506,912

Selling, general and administrative expense 54,899 - 190,989 114,418 - 360,306

Integration expenses 6,346 - 16,822 12,043 - 35,211

Restructuring expenses 9,064 - 2,564 7,736 - 19,364
Operating income (loss) (35,187} - 64,862 62,356 - 92,031

Net interest expense 26,980 343 34,799 5,862 2,337 70,321

Other {income) expense, net (2,918) - (36,881) 40,662 (2,337) (1,474)

Equity in earnings of subsidiaries (51,709) - - - 51,709 -
Earnings (loss) before income taxes (7,540) (343) 66,944 15,832 (51,709) 23,184
Provision (benefit) for income taxes (21,910) - 26,618 3,168 - 7,876
Net earnings (loss) before extraordinary items 14,370 (343) 40,326 12,664 (51,709) 15,308
Extraordinary items, net of income taxes (1,129) - (938) - - (2,067)
Net earnings (loss) $ 13,241 $(343) $ 39,388 $ 12,664 $(51,709) $ 13241
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December 31, 2002

Flowserve Guarantor Nonguarantor Consolidated
(Amounts in thousands) Parent Finance B.V. Subsidiaries Subsidiaries Eliminations Total
Current assets:
Cash and cash equivalents $ - $ - $ 6,937 $ 42,356 $ - $ 49,293
Intercompany receivables 181,156 3,822 48,691 49,962 (283,631) -
Accounts receivable, net - 1 222,112 268,698 - 490,811
Inventories - - 232,406 198,837 - 431,243
Deferred taxes - - 24,520 1,940 - 26,460
Prepaid expenses - - 18,629 14,596 - 33,225
Total current assets 181,156 3,823 553,295 576,389 (283,631) 1,031,032
Property, plant and equipment, net - - 244,298 220,150 - 464,448
Investment in subsidiaries 377,949 296,065 514,853 - (1,188,867) -
Intercompany receivables 1,219,430 82,532 330,260 220,422 (1,852,644) -
Goodwill - - 665,321 168,171 - 833,492
Other intangible assets, net - - 146,967 29,530 - 176,497
Other assets 19,468 2,748 48,191 31,789 - 102,196
Total assets $1,798,003 $385,168 $2,503,185 $1,246,451 $(3,325,142) $2,607,665
Current liabilities:
Accounts payable $ - $ - $ 96418 $ 134,185 $ - $ 230,603
[ntercompany payables {(597) 18,002 242,783 23,443 (283,631) -
Income taxes payable 16,496 185 (25,164) 8,483 - -
Accrued liabilities 10,464 3,168 110,342 98,823 - 222,797
Long-term debt due within one vyear 38,564 - - 46 - 38,610
Total current liabilities 64,927 21,355 424,379 264,980 (283,631) 492,010
Long-term debt due after one year 977,386 67,546 420 10,396 - 1,055,748
Intercompany payables - 324,617 1,420,559 107,468 (1,852,644) -
Retirement benefits and other liabilities - - 168,214 136,003 - 304,217
Shareholders’ equity:
Serial preferred stock - - - - - -
Common shares 72,018 - 2 182,331 (182,333) 72,018
Capital in excess of par value 477,635 - 300,963 426,194 (727,157) 477,635
Retained earnings (deficit) 409,023 (25,857) 242,939 201,756 {418,838) 409,023
958,676 (25,857) 543,904 810,281 (1,328,328) 958,676
Treasury stock, at cost (63,809) - - - - (63,809)
Deferred compensation obligation 7,332 - - - - 7,332
Accumulated other comprehensive
(loss) income (146,509) (2,493) (54,291) (82,677) 139,461 (146,509)
Total shareholders’ equity 755,690 (28,350) 489,613 727,604 (1,188,867) 755,690
Total liabilities and shareholders’ equity $1,798,003 $385,168 $2,503,185 $1,246,451 $(3,325,142) $2,607,665
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)
CONSOLIDATING BALANCE SHEET
December 31,2001
Flowserve Guarantor Nonguarantor Consolidated
(Amounts in thousands) Parent Finance B.V. Subsidiaries Subsidiaries Eliminations Total
Current assets:
Cash and cash equivalents $ - $ - $ - $ 21,533 $ - $ 21,533
Intercompany receivables 82,513 - 62,875 77,513 (222,901) -
Accounts receivable, net - - 231,484 224,377 - 455,861
Inventories - - 201,707 145,884 - 347,591
Deferred taxes - - 33,727 2,589 - 36,316
Prepaid expenses - - 22,981 13,857 - 36,838
Total current assets 82,513 - 552,774 485,753 (222,901) 898,139
Property, plant and equipment, net - - 201,595 160,793 - 362,388
Investment in subsidiaries 399,026 - 464,633 - (863,659) -
Intercompany receivables 901,675 85,254 6,198 34,003 (1,027,130) -
Goodwill - - 414,465 100,710 - 515,175
Other intangible assets, net - - 115,123 15,956 - 131,079
Other assets 29,094 2,693 100,320 13,087 - 145,194
Total assets $1,412,308 $87,947 $1,855,108 $810,302 $(2,113,690) $2,051,975
Current liabilities:
Accounts payable $ 145 $ - $ 85,861 $ 92,474 $ - $ 178,480
Intercompany payables 4,240 (1,191) 45,004 174,848 (222,901) -
Income taxes payable (1,257) - (15,606) 16,863 - -
Accrued liabilities 15,034 2,665 107,191 68,878 - 193,768
Long-term debt due within one year 44,521 - 2 - - 44,523
Total current liabilities 62,683 1,474 222,452 353,063 (222,901) 416,771
Long-term debt due after one year 938,606 57,163 420 33 - 996,222
Intercompany payables - 37,115 939,245 50,770 (1,027,130) -
Retirement benefits and other liabilities - - 172,483 55,480 - 227,963
Shareholders’ equity:
Serial preferred stock - - - - - -
Common shares 60,518 - 2 182,331 (182,333) 60,518
Capital in excess of par value 211,113 - 313,221 72,991 (386,212) 211,113
Retained earnings (deficit) 355,998 (8,198) 237,279 162,241 (391,322) 355,998
627,629 (8,198) 550,502 417,563 (959,867) 627,629
Treasury stock, at cost (82,718) - - - - (82,718)
Deferred compensation obligation 8,260 - - - - 8,260
Accumulated other comprehensive
(loss) income (142,152) 393 (29,994) (66,607) 96,208 (142,152)
Total shareholders’ equity 411,019 (7,805) 520,508 350,956 (863,659) 411,019
Total liabilities and sharecholders’ equity $1,412,308 $87,947 $1,855,108 $810,302 $(2,113,690) $2,051,975
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CONSOLIDATING STATEMENT OF CASK FLOWS
Year ended December 31, 2002
Flowserve Guarantor  Nonguarantor Consolidated
(Amounts in thousands) Parent Finance B.V.  Subsidiaries Subsidiaries Eliminations Total
Cash flows — Operating activities:
Net earnings (loss) $ 53,025 $(17,659) $(11,767) $ 81,438 $(52,012) $ 53,025
Adjustments to reconcile net earnings (loss) to net cash
provided (used) by operating activities:
Depreciation — - 32,444 24,303 - 56,747
Amortization - - 7,055 1,511 - 8,566
Amortization of prepaid financing fees and discount 4,736 413 - - - 5,149
Write-off of unamortized prepaid financing fees 5,842 - - - - 5,842
Other direct costs of long-term debt repayment 5,700 - - - - 5,700
Net (gain) loss on disposition of fixed assets - - 24 (1,747) - (1,723)
Change in assets and liabilities, net of
effects of acquisitions:
Accounts receivable - 22 44,654 31,864 - 76,540
Inventories - — 15,507 7,027 - 22,534
Intercompany receivable and payable (427,096) 272,529 348,030 (248,689) 55,226 -
Prepaid expenses - 643 4,252 8,816 - 13,711
Other assets (810) 181 19,225 (23,346) - (4,750)
Accounts payable 160 _ (5,449) 12,451 - 7,162
Accrued liabilities (3,786) 308 (40,724) 18,689 - (25,513)
Income taxes payable 17,752 180 (9,384) (13,249) - (4,701)
Retirement benefits and other liabilities - - 886 9,743 - 10,629
Net deferred taxes - - 2,729 17,220 - 19,949
Net cash flows provided (used) by operating activities (344,477) 256,617 407,482 (73,969) 3,214 248,867
Cash flows ~ Investing activities:
Capital expenditures - - (16,220) (14,655) - (30,875)
Cash received for disposals of assets - - 8,720 - - 8,720
Payments for acquisitions, net of cash acquired - - {(535,067) - - {535,067)
Change in investments in subsidiaries 16,399 (258,421) (32,934) (50,252) 325,208 -
Net cash flows (used) provided by investing activities 16,399 (258,421) (575,501) (64,907) 325,208 (557,222)
Cash flows — Financing activities:
Net repayments under lines of credit (70,000) - - - - (70,000)
Proceeds from long-term debt 795,306 - - - - 795,306
Payments of long-term debt (683,923) - - - - (683,923)
Payment of prepaid financing fees (6,080) - - - - (6,080)
Other direct costs of long-term debt repayment - - - - - -
Proceeds from issuance of common stock 275,925 - - - - 275,925
Cash dividends paid - - 24,402 (24,402) - -
Net proceeds from stock option activity 16,850 1,804 150,539 176,079 (328,422) 16,850
Net cash flows provided (used) by financing activities 328,078 1,804 174,941 151,677 (328,422) 328,078
Effect of exchange rate changes - - 15 8,022 - 8,037
Net change in cash and cash equivalents - - 6,937 20,823 - 27,760
Cash and cash equivalents at beginning of year - - - 21,533 - 21,533
Cash and cash equivalents at end of year $ - $ - $ 6,937 $ 42,356 $ - $ 49,293
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

CONSOLIDATING STATEMENT OF CASH FLOWS
Year ended December 31, 2001

Flowserve Guarantor ~ Nonguarantor Consolidated
(Amounts in thousands) Finance B.V.  Subsidiaries Subsidiaries Eliminations Total

Cash flows ~ Operating activities:
Net earnings (loss) $ (1,497) $ (7,855) $(18,360) $ 49,029 $(22,814) $ (1,497)
Adjustments to reconcile net earnings (loss) to net cash

provided (used) by operating activities:

Depreciation - - 28,703 20,188 - 48,891
Amortization - - 21,365 3,599 - 24,964
Amortization of prepaid financing fees and discount 5,857 879 - - - 6,736
Write-off of unamortized prepaid financing fees 5,844 1,810 - - - 7,654
Other direct costs of long-term debt repayment 13,476 3,844 - - - 17,320
Net gain (loss) on disposition of fixed assets - - 114 (897) - (783)
Impairment of assets - - 679 - - 679

Change in assets and liabilities, net of

effects of acquisitions:

Accounts receivable 12 - 12,462 3,130 - 15,604
Inventories - - (13,765) (41,075) - (54,840)
Intercompany receivable and payable (136,416) 36,017 6,065 62,487 31,847 -
Prepaid expenses - - 6,945 (21,631) - (14,686)
Other assets (859) (48) 28,760 (37,410) - (9,557)
Accounts payable (1,466) _ 13,277 (15,321) - (3,510)
Accrued liabilities 13,482 2,560 (23,728) (48,175) - (55,861)
Income taxes payable (619) - (20,193) 20,996 - 184
Retirement benefits and other liabilities 8,221 - (37,734) 17,004 - (12,509)
Net deferred taxes - - (23,236) 6,518 - (16,718)
Net cash flows (used) provided by operating activities (93,965) 37,207 (18,646) 18,442 9,033 (47,929)
Cash flows — Investing activities:
Capital expenditures - -~ (20,537) (14,688) - (35,225)
Cash received for disposals of assets - - 5,855 2,868 - 8,723
Payments for acquisitions, net of cash acquired - - (1,685) - - (1,685)
Change in investments in subsidiaries - - (21,541) - 21,541 -
Net cash flows used by investing activities - - (37,908) (11,820) 21,541 (28,187)
Cash flows - Financing activities:
Net borrowings under lines of credit 70,000 - ~ - - 70,000
Proceeds from long-term debt - - 420 - - 420
Payments of long-term debt (124,580)  (31,000) - - - (155,580}
Payment of prepaid financing fees
Other direct costs of long-term debt repayment (13,476) (3,844) -~ - - (17,320)
Proceeds from issuance of common stock 154,022 - - — - 154,022
Cash dividends paid - - 12,186 (12,186) - -
Net proceeds from stock option activity 7,999 (2,363) 43,955 (18,916) (22,676) 7,999
Net cash flows provided (used) by financing activities 93,965 (37,207) 56,561 (31,102) (22,676) 59,541
Effect of exchange rate changes - - (7) (4,226) - (4,233)
Net change in cash and cash equivalents - - - (28,706) 7,898 (20,808)
Cash and cash equivalents at beginning of year - - - 50,239 (7,898) 42,341
Cash and cash equivalents at end of year $ - 3§ - $ - $21,533 $ - $ 21,533
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CONSOLIDATING STATEMENT GF CASH FLOWS

Year ended December 31, 2000

Flowserve Guarantor ~ Nonguarantor Consolidated
(Amounts in thousands) Parent Finance B.V.  Subsidiaries Subsidiaries Eliminations Total
Cash flows - Operating activities:
Net earnings (loss) $ 13241 $ (343) §$ 39,388 12,664  $ (51,709) $ 137241
Adjustments to reconcile net earnings (loss) to net cash
provided {used) by operating activities:
Depreciation 6,221 - 25,778 10,677 - 42,676
Amortization 461 - 11,088 2,812 - 14,361
Amortization of prepaid financing fees and discounts 2,773 301 - - - 3,074
Write-off of unamortized prepaid financing fees - - 2,216 - - 2,216
Other direct costs of long-term debt repayment - - 1,013 - - 1,013
Net gain (loss) on disposition of fixed assets - - (260) 410 - 150
Impairment assets - - 3,673 - - 3,673
Change in assets and liabilities, net of effects of
acquisitions and dispositions:
Accounts receivable (4,065) - (32,305) (33,732) - (70,102)
Inventories 7,380 - (16,558) 7,215 - (1,963)
Intercompany receivable and payable (589,288)  (87,832) 703,177 143,990 (170,047) -
Prepaid expenses (403) - (2,729) 15,737 (4,637) 7,968
Other assets (17,289) (354) (7,888) 750 - (24,781)
Accounts payable (6,891) - 6,840 21,831 (3,696) 18,084
Accrued liabilities 4,544 111 (19,280) (2,658) (932) (18,215)
Income taxes payable 173 - 665 (9,696) 1,219 (7,639)
Retirement benefits and other liabilities 15,222 - 21,042 (4,443) 932 32,753
Net deferred taxes (6,533) - 10,214 (1,759) - 1,922
Net cash flows provided (used) by operating activities (574,454)  (88,117) 746,074 163,798 (228,870) 18,431
Cash flows — Investing activities:
Capital expenditures (7,330) - (9,300) (11,189) - (27,819)
Cash received for disposals of assets - - 5,368 36 - 5,404
Payments for acquisitions, net of cash acquired (387,793) - (241,019) (699,357) 557,455 (770,714)
Change in investments in subsidiaries - - (169,662) - 169,662 -
Net cash flows used by investing activities (395,123) - (414,613) (710,510) 727,117 (793,129)
Cash flows — Financing activities:
Net repayments under lines of credit - - (88,903) (2,108) - (91,011)
Proceeds from long-term debt 1,191,511 92,958 - - - 1,284,469
Payment of long-term debt (161,663) - (189,997) (6,828) - (358,488)
Payment of prepaid financing fees (41,663) (4,811) - - - (46,474)
Other direct costs of long-term debt repayment - - (1,013) - - (1,013)
Net proceeds from stock option activity 615 - - - - 615
Cash dividends paid - - 26,940 (26,940) - -
Proceeds from issuance of stock (19,223) - (79,377) 604,353 (505,753) -
Net cash flows provided (used) by financing activities 969,577 88,147 (332,350) 568,477 (505,753) 788,098
Effect of exchange rate changes - (30) - (1,492) - (1,522)
Net change in cash and cash equivalents - - (889) 20,273 (7,506) 11,878
Cash and cash equivalents at beginning of year - — 889 29,966 (392) 30,463
Cash and cash equivalents at end of vear $ - 9 - - $ 50,239 § (7,898) $ 42,341
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

NOTE 19: UNAUDITED QUARTERLY FINANCIAL DATA

The following presents a summary of the Company’s unaudited quarterly financial data:

(Amounts in millions, except per share data) 2002@ 2001 20001
Quarter 4th 3rd 2nd 1st 4th 3rd 2nd st 4th 3rd 2nd 1st
Net sales $624.8 $586.7 $592.7 $447.0 $539.3 $469.6 $464.6 $444.0 $541.7 $412.1 $299.2 $2853
Gross profit 1859 1755 182.0 142.0 169.0 152.3 1557 137.6 1744 130.1 103.2 99.2
Earnings (loss) before

extraordinary items 17.1 9.8 20.7 12.7 16.5 5.8 2.6 (8.5) 1.7 (10.9) 12.6 11.9
Net earnings (loss) 16.6 9.3 14.3 12.7 (1.4) 5.8 2.6 (8.5) 1.7 (13.0) 12.6 11.9
Earnings (loss) per share before

extraordinary items (basic) 0.31 0.18 0.40 0.28 0.39 0.15 0.07 (0.22) 0.05 (0.29) 0.33 0.31
Earnings (loss) per share before

extraordinary items (diluted) 0.31 0.18 0.39 0.28 0.39 0.15 0.07  (0.22) 0.05 {0.29) 0.33 0.31
Earnings (loss) per share (basic) 0.30 0.17 0.28 0.28 (0.03) 0.15 0.07  (0.22) 0.05 (0.34) 0.33 0.31
Earnings (loss) per share (diluted) 0.30 0.17 027 028 (0.03) 0.15 0.07  (0.22) 0.05 (0.34) 0.33 0.31

(a) Net earnings in 2002 include IFC integration expense of $16.2 million, restructuring expense of $4.3 million, a $5.2 million purchase accounting adjustment associated with the required
write-up and subsequent sale of acquired inventory, and an extraordinary item of $7.4 million net of tax, resulting in a reduction of net earnings of $24.3 million.

(b) Net earnings in 2001 include IDP integration expense of $63.0 million, a reduction of Flowserve restructuring expense of $1.2 million, and an extraordinary item of $17.9 million net of
tax, resulting in a reduction of net earnings of $57.3 million.

(c) Net earnings in 2000 include IDP integration expense of $35.2 million, IDP restructuring expense of $19.4 million, and extraordinary items of $2.1 million net of tax, resulting in a
reduction of net earnings of $37.8 million.
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FIVE-YEAR SELECTED FINANCIAL DATA

Year ending December 31,

(Amounts in thousands, except per share data and ratios) 2002 2001 2000 19999 1998
RESULTS OF OPERATIONS
Sales $2,251,331 $1,917,507 $1,538,293 $1,061,272 $1,083,086
Gross profit 685,531 614,552 506,912 363,344 415,333
Selling, general and administrative expense 476,923 410,563 360,306 301,529 291,928
Restructuring expense 4,347 (1,208) 19,364 15,860 _
Integration expense 16,179 63,043 35211 14,207 38,326
Operating income 188,082 142,154 92,031 31,748 85,079
Net interest expense 92,933 118,072 70,321 14,677 11,378
Earnings before income taxes 92,070 25,629 23,184 18,245 73,157
Provision for income taxes 31,674 9,275 7,876 6,068 25,502
Earnings before extraordinary items and cumulative effect

of change in accounting principle 60,396 16,354 15,308 12,177 47,655
Cumulative effect of change in accounting principle - - - - 1,220)
Extraordinary items, net of income taxes (7,371) (17,851) (2,067) _ _
Net earnings (loss) 53,025 (1,497) 13,241 12,177 48,875
Average shares outstanding 52,193 39,330 37,842 37,856 39,898
Net earnings (loss) per share (diluted) $ 1.02 $ (0.04) $ 0.35 $ 0.32 $ 1.23
Cash flows from operations 248,867 (47,929) 18,431 84,115 54,104
Dividends paid per share - - - 0.36 0.56
Bookings 2,184,074 1,975,536 1,521,561 1,039,262 1,082,484
Ending backlog 733,662 662,803 659,250 270,647 291,082
PERFORMANCE RATIOS (AS A PERCENT OF SALES)
Gross profit margin 30.5% 32.0% 33.0% 34.2% 38.3%
Selling, general and administrative expense 21.2% 21.4% 23.4% 28.4% 26.9%
Operating income 8.4% 7.4% 6.0% 3.0% 7.9%
Net earnings 2.4% _ 0.9% 1.1% 4.5%
FINANCIAL CONDITION
Working capital $ 539,022 $ 481,368 $ 464,035 $ 258,128 $ 268,164
Net property, plant and equipment 464,448 362,388 405,412 209,976 209,032
Intangibles and other assets 1,112,185 791,448 806,679 174,387 173,875
Total assets 2,607,665 2,051,975 2,110,143 838,151 870,197
Capital expenditures 30,875 35,225 27,819 40,535 38,249
Depreciation and amortization 65,313 73,855 57,037 39,599 39,299
Total debt 1,094,358 1,040,745 1,129,206 201,135 200,685
Retirement benefits and other liabilities 304,217 227,963 260,107 136,207 120,015
Shareholders’ equity 755,690 411,019 304,911 308,274 344,764
FINANCIAL RATIOS
Return on average shareholders’ equity 8.5% (0.5)% 4.4% 3.6% 13.1%
Return on average net assets 5.7% 5.5% 3.6% 4.9% 13.5%
Net debt to capital ratio 58.0% 71.3% 78.1% 35.7% 34.2%
Current ratio 2.1 2.2 2.1 2.3 2.2
Interest coverage ratio 2.6 1.7 2.0 43 9.5

(a) Financial results in 2002 include IFC results from the date of acquisition. Financial results in 2002 include integration expense of $16,179, restructuring expense of $4,347, an

extraordinary item of $7,371 net of tax, and a $5,240 purchase accounting adjustment associated with the required write-up and subsequent sale of acquired inventory, resulting in a

reduction in after tax net earnings of $24,273.

(b} Financial results in 2001 include integration expense of $63,043, a reduction of Flowserve restructuring expense of $1,208 and an extraordinary item of $17,851 net of tax, resulting in a

reduction in after tax net earnings of $37,307.

(c) Financial results in 2000 include [nvatec and IDP from the date of the respective acquisitions. Financial results in 2000 include integration expense of $35,211, restructuring expense of
$19,364 and an extraordinary item of $2,067 net of tax, resulting in a reduction in after tax net earnings of $37,752.

{d) Financial results in 1999 include integration expense of $14,207 relating to the Company’s Flowserver program, restructuring expense of $15,860, other nonrecurring items for inventory
and fixed asset impairment of $5,067 {included in costs of sales), and executive separation contracts and certain costs related to fourth-quarter 1999 facility closures of $5,799 (included in
selling and administrative expense), resulting in a reduction in net earnings of $27,322.

—~
a

Financial results in 1998 include integration expense of $38,326, an obligation under an exccutive employment agreement of $3,803 (included in selling and administrative expense) and,
except for operating income, the benefit of the cumulative effect of an accounting change of $1,220, resulting in a reduction in net earnings of $26,062.
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CORPORATE HEADQUARTERS
222 W. Las Colinas Blvd., Suite 1500
Irving, Texas 75039-5421

Telephone 972.443.6500

Facsimile 972.443.6800

TRANSFER AGENT
For stock and legal transfers, changes of address, lost stock certificates,
elimination of duplicate mailings of shareholder information or

general inquiries about stock ownership, contact:

National City Bank, Dept. 5352
Corporate Trust Operations
P.O. Box 92301

Cleveland, Ohio 44193-0900
Telephone 800.622.6757

AMNUAL MEETINGS

The 2003 Annual Meeting of Shareholders will be held at
11:00 a.m. Pacific Standard Time on Thursday, April 17, 2003, at The
Four Seasons Hotel, Ballroom Foyer, 300 South Doheny Drive, Los
Angeles, CA 90048.

STOCK EXCHANGE LISTING
Flowserve Corporation common stock is listed on the New York Stock
Exchange and traded under the symbol FLS.

The Company’s record show that at March 3, 2003,
approximately 55,231,538 shares of Flowserve common stock were
outstanding. Based on these records, plus requests from brokers and
nominees listed as shareholders of record, the Company estimates

there are approximately 12,450 shareholders of its common stock.
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COMPOSITE TRADES

(Closing)
Year-end

Cash Dividends
Declared

(Intraday Prices)
Year/Quarter High Low

2003
First
(03/03/03)

2002

First
Second
Third
Fourth

2001

First 24.35 19.22
Second 33.30 20.76
Third 31.15 18.90
Fourth 27.02 18.70 26.61

AVAILABILITY OF FORMS FILED WITH THE SECURITIES AND
EXCHANGE COMMISSION
Shareholders may obtain, without charge, copies of the following
documents as filed with the Securities and Exchange Commission:
+ Annual Report on Form 10-K
*  Quarterly Reports on Form 10-Q
Current Reports on Form 8-K
< Changes in Beneficial Ownership
< Proxy Statements

Copies may be obtained by accessing the Company’s website or by
providing a written request for such copies or additional information

about Flowserve’s operating or financial performance to:

Michael E. Conley

Director, Investor Relations
Flowserve Corporation

222 W. Las Colinas Blvd., Suite 1500
Irving, Texas 75039-5421
972.443.6500

To obtain additional information on Flowserve, please visit the

Company’s website at www.flowserve.com

FIRMS PROVIDING EQUITY RESEARCH COVERAGE ON
FLOWSERVE INCLUDE:

Bear Stearns

Credit Suisse First Boston

Morgan Stanley

Robert W. Baird

SunTrust Robinson Humphrey

Wachovia Securities
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